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Accounting News And Trends 


Estate Planning 


More and more it is becoming recog- 
nized that the CPA is an essential mem- 
ber of the estate planning team and 
accountants interested in this area of 
professional work will find helpful the 
new Estate PLANNING MANUAL by Whit- 
field Reid (Foundation for Tax and 
Estate Planning, Boston, price, $12.50). 
It is often difficult to find answers to 
common questions which arise in estate 
planning and this manual is designed to 
help the reader find these answers. 

Estate planning is no longer the sole 
concern of the wealthy. Indeed, it is 
frequently more important for a person 
of small estate to create a carefully 
worked out estate program because of 
the serious consequences if dollars— 
and especially tax dollars—are wasted. 
The CPA might well consider, there- 
fore. the feasibility of informing his 
clients that proper estate planning would 
be a means to: (1) minimize taxes; 
(2) increase property assets for retire- 
ment purposes; and (3) provide for 
custody. management, and an orderly 
distribution of property at death. Ade- 
quate planning. of course, nearly always 
requires the professional contributions 
of attorneys, trust officers, insurance 
men. or other estate planning consult- 
ants. but the original idea can germi- 
nate from seeds planted by the CPA. 





ACCOUNTING NEWS AND TRENDS is con- 
ducted by Cuartes L. Savace, CPA 
and member of the New York Bar. He 
is presently serving as a member of our 
Society's Committee on Legislation. 

Dr. Savage is professor of accounting 
and chairman of the Business Adminis- 
tration Division of St. Francis College. 
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The manual is divided into six parts; 
introduction: tax considerations: the 
present estate: basic considerations (the 
will, joint tenancies, life insurance): 
trust devices; and _ related matters 
(social security, retirement plans and 
outright gifts). In the third part. espe- 
cially devised schedules are provided to 
ascertain taxable estate property assets, 
and an estate tax forecast form is in- 
cluded that reduces to its bare essentials 
the forty pages (including schedules) 
of the official federal estate tax return. 

This manual will be of real help to 
those accountants who wish to expand 
their knowledge of how to approach 
estate planning. 


Adoption and Enforcement of 
Statement No. 23 


A summary of the present status of 
Statement No. 23 and suggested methods 
of enforcing it are set forth in the 
AICPA’s State Society NEWSLETTER 
(December 1958). This, Statement. of 
course, embodies the requirement that 
if a CPA cannot express an opinion on 
financial statements. and his name is 
associated with them, he must say that 
he is unable to express an opinion and 
explain why. 

Statement No. 23 was adopted in 1947 
by the American Institute’s Committee 
on Auditing Procedure and 10 years 
later became Rule No. 19 of the Rules 
of Professional Conduct. Henceforth. 
failure to comply renders an_ Institute 
member liable to trial and_ possible 
suspension or expulsion by the trial 
board. Prior to this final step by the 
Institute several state societies—among 
them Alabama, Arizona. North Carolina, 
Pennsylvania, Rhode Island. Tennessee 
and Washington—had incorporated the 
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principles of Statement No. 23 in their 
rules of conduct. The accountancy 


OTT 19th Year boards of the following states had also 
| incorporated in their codes of ethics the 


Serving all industries 


substance of the Statement: Arizona. 
California, Georgia, Oregon. Pennsyl. 
vania, Utah and Hawaii. This meant 
that all CPAs in these states. whether 
members of their professional societies 
or not, were obligated to abide by the 
statement or suffer possible suspension 
or revocation of their certificates. 











William 
_ Schnuer, 
BBA-MBA 





The Institute’s move apparently added 
impetus to this trend. The Illinois 
Society and the Iowa Board recently 
included the principles of Statement 
No. 23 in their codes of conduct. Similar 
rules are under consideration in Con- 
necticut, New York. Texas. Virginia. 
and elsewhere. 
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hard-to-get_ male and 






female personnel” 









Adoption of the principles of State- 
ment No. 23, however, is only the 
beginning. for the dual problems of 
education and enforcement then arise 
Among several methods of education 
discussed. that used by Michigan and 
North Carolina may be of interest. The 
societies remind each member of his 
responsibility in financial reporting by 
the publication in thejr newsletter of 
* Bookkeepers—Office Managers selected “horrible examples.” The names 

Full Charge and Assistants » | of the member and his client are with- 


Our highly skilled staff 

of personnel specialists 

‘an solve your needs as 
well as your clients’. 







* Public 
Juniors, Semi-seniors, Seniors 


* Internal 
Treasurers, Comptrollers, Tax, 
Budget, Cost, Chief, Systems. 
Auditors 


held. but there is a clear explanation of 





e 
the nature of the offense. This may in- 
For prompt, efficient | volve, for example, giving an unquali- 
service, call | fied opinion without confirmation ol 





receivables or observation of inventories 
when such an opinion should not have 
been rendered in the particular circum- 


stances. 


Various approaches to enforcement 
have been tried. One is for the society 


a ae a to check on all public reports (audits of 
7 schools, municipalities, and other local 
governmental agencies) and another is 


to encourage an accountant. who has 
succeeded to an engagement as a result 





EMPLOYMENT AGENCY 


are West 42nd St. of substandard work by his predecessor. 
ow York 36 to report violations to the ethics com- 
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mittee. The former method has had 
some success in Michigan and the latter 
has been used in California. 


Audit Trail, Internal Control, 

and Electronics 

The International Business Machines 
Corporation engaged Price Waterhouse 
& Co. to survey the aspects of internal 
control and audit trail encountered in 
installations of the IBM 305 RAMAC 
and have published a report of the re- 
sults of this survey in a booklet entitled 
“In-Line Electronic Accounting,  In- 
ternal Control and Audit Trail.” 

In-line accounting differs significantly 
from the batch accounting method of 
tabulating card systems and most elec- 
tronic systems. A tabulating card sys- 
tem requires that the punched card 
input be grouped and sorted into one 
or more logical sequences. Both tabu- 
lating card systems and most electronic 
historical or master 


systems require 


information to be recorded in some 
physical form outside of the system. 
In contrast. an in-line accounting sys- 
tem processes each transaction. in the 
order of its occurrence, directly against 
the historical record continuously stored 
in the internal memory of the system. 

The booklet contains much detailed 
information but accountants might find 
the comments on the “audit trail” of 
particular interest. This term is used, 
of course. to describe the 
which the details underlying summary 
accounting data may be obtained. It 
also includes methods of locating sup- 
porting documentary evidence. Man- 
agement itself makes a greater use of 
these audit trails in the normal opera- 
than does the 


means hy 


tions of the business 


auditor in his examination. The audi- 
tor, for example, does require means 
of obtaining the details of accounts 
receivable balances for confirmation 
purposes and for investigating differ- 
ences reported, but management with 
much greater frequency will utilize the 
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same means for analyzing customer bal- 
ances and answering customer inquiries, 
In addition, management must meet 
legal and tax requirements for retaining 
appropriate records. 

The joint interests of management and 
the auditors suggest that an audit trail 
should provide for the needs of both 
and be produced as an incident to the 
other operations of the system. This 
latter requirement eliminates the most 
direct means of providing an audit 
trail, viz., have the system produce a 
punched card with the details of every 
transaction processed, because such an 


| activity would be a burdensome addi- 
| tion to the operations necessary to 
process the data. Some alternative 


techniques for providing the audit trail 
are discussed, with the requirements of 
the auditor for information from ac- 
counting records being grouped into 


| three categories: 


1. Balances—details of the items that 
comprise a control balance at a given 


| date. 


2. Transactions—analysis of trans- 
action totals for the period, whether 
directly reflected in accounts or not. 


) 


3. Underlying documents—a means 
of access to the underlying and sup- 





| porting documents for the balance and 


| for the transaction details. 
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The booklet certain 
in which the auditor may take advan- 
tage of an in-line electronic accounting 
system to reduce the time required in 
his examination. Although these tech- 
niques have not been observed in actual 
the auditor might: 


1. Use the system to foot balances 
and to select items with designated 
characteristics for further audit. 


2. By reference to the customer's 
name. address and balance stored 
internal memory, have the system pre- 
pare confirmation requests. 


suggests ways 


use, 


3. Have the system compare inven- 
tory count cards with recorded balances 
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and report details of any differences. 
|, Process simulated data as a test 
of the instruction program and system 


operation. 


Cost Control in the Federal 

Government 

An interesting example of a state so- 
ciety’s activity in helping the federal 
sovernment is the booklet prepared by 
the Committee on Governmental <Ac- 
counting of the District of Columbia 
Institute of CPAs entitled “Cost Con- 
trol in the Federal Government.” It is 
designed to help the management of 
various governmental agencies obtain 
the fullest advantages from the im- 
proved reporting systems now available 
in a number of governmental opera- 


tions. 


Public Law 863, passed in 1956, con- 
lained two principal provisions con- 
cerning accounting, namely, (1)  cost- 
hased budgeting, and (2) accrual ac- 
counting. These provisions are grad- 
ually being employed; e.g.. the budget 
for the fiscal year 1959 included 98 
cost-lype presentations out of a total 
of more than 500 current appropria- 
tions. but the overall program to insti- 
lute the new procedures has not ad- 
vanced as rapidly as hoped. Further- 
more, mere changes of bookkeeping 
procedures will not bring about the use 
of these techniques toward achieving 
more effective managerial control. 


This booklet seeks to emphasize that 
the introduction of commercial account- 
ing and budgeting procedures, without 
concurrent consideration being given 
to the control aspects on management 
in government, would considerably 
lessen the effectiveness available under 
the new legislation. It sets forth specific 
ways of achieving this control and 
should be very helpful to those respon- 
sible for certain government operations. 
The society is to be congratulated on its 
efforts, 








Accountants! 


Tax Returns, 
Reports and 
Work Sheets 


Reproduced on 
**BRUNINGS” 


by experts 
on premises 





Also 
THERMO-FAX 
COMPLETE 

- PHOTO-COPYING 
and 


MIMEOGRAPHING 


Accurate and Attractive 


TYPING 


Of Accountants’ Reports— 
Thoroughly Checked— 
Highly Skilled 


Personalized Service 


LILLIAN SAPADIN 


501 Fifth Avenue 
(corner 42nd St.) 


New York 17, N. Y. 

MUrray Hill 2-5346 

MUrray Hill 2-7364 
Since 1940 








1959 When writing to advertiser kindly mention The New York Certified Public Accountant 161 








Letters to the Editor 


Report from Australia 


The 1958 Accounting Convention 


In May last, the Australian Society 
of Accountants held a very successful 
four-day convention in Sydney, New 
South Wales. This was the first full- 
scale convention which the Society had 
conducted since 1954, when Adelaide. 
in South Australia, was the venue. 

The procedure for the technical 
sessions of the 1958 was 
modelled. with some modifications, on 
that followed in the 1957 International 
Congress at Amsterdam. Each of the 
four technical sessions had a central 
theme, on different aspects of which 
three papers were prepared (with one 
exception, in which four papers were 
written). A printed booklet for each 
theme containing the prepared papers 
was distributed a fortnight or so before 
members who had 


convention 


the convention to 
signified their intention of being pres- 
ent. In addition to these papers. a 
number of people had been selected as 
commentators, so that for each paper 
there was The 
commentaries, however, were not gen- 
erally distributed to members. 


also a commentary. 


At each session the writers of the 
papers, the respective commentators, 
and a rapporteur constituted a panel for 
purposes of exposition and discussion. 
After the chairman had briefly intro- 
duced the members of the panel, he 
handed the conduct of the meeting over 
to the rapporteur, who first summarized 
for the audience the main papers on the 
particular theme and the commentaries 
on them. After this summary, a discus- 
sion took place between the members 
of the panel, which served to bring out 


numerous points of difference of 


162 


opinion or of emphasis. as well as some 
points of agreement within the panel, 

The rapporteur’s summary and the 
ensuing panel discussion together took 
approximately one hour. After a short 
break of ten or fifteen minutes, the 
meeting was resumed and the subject 
was thrown open for general discussion 
for a further hour or so: in this period, 
members of the audience asked ques- 
tions or directed remarks on any aspect 
of the sessional theme—original papers, 
commentaries, summary or panel dis- 
cussion. The rapporteur, on closing the 
discussion, handed the meeting back to 
the chairman who then formally closed 
the session. 


This procedure may seem compli- 
cated—as it appeared to me at first 
acquaintance on paper—but in practice 
it worked out exceedingly well, espe- 
cially as it enabled very much more 
ground to be covered in a relatively 
short period than is possible when only 
one address is delivered in a session. 
Also, the preparations of the commen- 
taries served a very useful purpose in 
helping to guide the discussion in fruit- 
ful directions without being unduly 
restrictive of any relevant matters in 
the minds of members of the audience. 

The key person in the procedure is 
the rapporteur, and the Society was 
fortunate in its choice for each session. 
In all cases both the panel discussion 
and the general discussion were spirited 
and covered a wide field, and it was 
clear that each theme had aroused con- 
siderable interest among those in 
attendance. 

The time table and titles of papers in 
these sessions were as follows: 
Monday, May 5. afternoon: The Eco 
nomics of Capital Expenditure. 
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/ | 3(b). To Investing Institutions. 


2. Financing Capital Expenditure, 
3. Controlling Capital Expenditure, 
| Tuesday, May 6, morning: Internal 
| Auditing in Australia. 


| 1. Internal Auditing in Some Aus. 
tralian Companies. 


2. Internal Auditing in a Govern. 
ment Instrumentality. 

3. Statistical Techniques as Applied 
to Internal Auditing. 





| Tuesday, May 6, afternoon: The Annual 
| Report and Accounts as a Source of 
| Information. 


| 1. To Shareholders and Employers. 


sl: ii: sae ieee: ssl: SNe: ics i la 


| 2. To Economists. 


3(a). To Bankers. 
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PER MINUTE Wednesday, May 7, morning: Influences 


Shaping Accounting. 






1. The Influence of Taxation. 


2. The Influence of Law. 


= 


3. The Influence of Economic Forces. 


On the Wednesday afternoon round 
tables were held on all themes. These 
were quite informal and allowed more 
intimate discussion than was possible in 
the main sessions. As an alternative, 
\ visits of inspection to industrial plants 





WEIGHS 
ONLY 17 LBS. 





\ 


were arranged. 
The interest aroused in the conven- 


sj 
| NOW FOR A LIMITED TIME | | tion may be gauged to some extent by 
| 
| 
| 
| 
| 
| 
| 


( 9 COLUMNS WITH DIRECT SUBTRACTION 


Society registered, with an attendance 
at each technical session of approxi- 
mately 400 to 450 people. The detailed 
proceedings, which are to be published 
_ soon, will no doubt reach a much wider 
| audience. 


| the fact that nearly 750 members of the 
| 1 MONTH RENTAL ONLY $995 | 
Applicable to Purchase Price 


| 
! BARRETT 
| ADDING MACHINE 


ervice division of 
Sales & S | Louis GOLDBERG 


| 
| GENERAL BUSINESS MACHINE CO., INC, | G. L. Wood Professor of Accounting 
| 114 LIBERTY ST., NEW YORK 6 | University of Melbourne 


, ee fnciguiogill a ——- J | Victoria, Australia 
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QOWNER-MANAGERS DON'T WANT 
PENSIONS! ae never retire) 


Key people run their business. 


e They turn management over to sons or 
other successor family members. 


e They sell out to another firm. 
e They liquidate their business. 


THEIR OBJECTIVES: 


TAX-FREE PROFIT ACCUMULATIONS 
CAPITAL GAINS TAXES ONLY 


SHOW YOUR CLIENTS HOW: 


DEFERRED COMPENSATION TRUSTS 
PERMIT TAX-FREE ACCUMULATIONS OF 
100% CORPORATE PROFITS FOR THEIR 
ESTATES OR THEMSELVES. 


Their only tax: Capital Gains on Distribution 


ARTHUR V. YOUNGMAN & 
ASSOCIATES, INC. 


135 BROADWAY, NEW YORK 6, N. Y. 


MUTUAL BENEFIT LIFE 
INSURANCE COMPANY, NEWARK, NEW JERSEY 
ARTHUR V. YOUNGMAN, General Agent 


| Department ‘“‘G” J 

| ARTHUR V. YOUNGMAN & ASSOCIATES, INC. | 
135 Broadway, N. Y. 6, N. Y. 

| Please send me further information on the financial advantages | 

| of a deferred compensation trust. 

| 





MERE > )62050-5 

ADDRESS .........:. 

CITY ZOCE:.......... | ra | 
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Book Reviews 


Montgomery’s Federal Taxes 
(37th Edition) 


Edited by Philip Bardes, James J. 
Mahon, Jr.. John McCullough and 
Mark E. Richardson. THE RONALD 
Press Company, New York, N. Y.. 
1336; $25.00. 


1958. Pages: ix 4 


The new 37th edition of this standard 
reference work is an outstanding one- 
volume guide to federal taxes. Its 23 
chapters, including the new ones cover- 
ing the income taxation of individuals, 
estates and trusts, the estate tax and gift 
tax, are examples of outstanding organi- 
zation and content. A table of contents 
located immediately before each chap- 
ter gives an excellent bird’s-eye view of 
the subject matter covered. Each chap- 
ter concludes with a valuable check list 
of opportunities for effective tax plan- 
ning. 

Completely up-to-date, this volume re- 
flects all of the significant 1958 statu- 
tory changes. Full citations of applica- 
ble law, regulations, court decisions and 
administrative rulings appear through- 
out the book where appropriate. In ad- 
dition to a seemingly exhaustive 65- 
page general subject index, it also con- 
tains separate indexes of law sections, 
regulations, treasury rulings and court 
decisions. 

Aimed at managers and owners of 
business enterprises, corporate execu- 
tives, investors and their professional 
advisers, Montgomery's combines a 
clear explanation of the provisions of 
the federal tax law with the interpreta- 
tions and comments of well-known tax 
authorities. 

Perhaps the only major fault of the 
volume is the bound format used. Not 
heing in a loose-leaf binder. the volume 
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cannot be kept current in the light of 
new statutory, administrative and judi. 
cial material appearing after publication 
date. 

Lybrand, Ross Bros. & Montgomery, 
with which all of the editors and con- 
tributors of this outstanding work are 
associated, is to be congratulated for 
creating such a valuable compact text 
for the use of all professional tax prac- 
titioners. 


BERNARD Barnett, CPA 
(Apfel & Englander) 
New York. N. Y. 


Integrated Auditing 


By Sidney W. Peloubet and Herbert 
Heaton. THE RonaLp Press Com- 
PANY, New York, N. Y., 1958. Pages: 
ix + 272; $7.00. 


Two members of the profession well 
known for their contributions to profes- 
sional societies and journals have taken 
time from their practice with the firm 
of Pogson, Peloubet & Co. to prepare 
this penetrating analysis of the art of 
auditing. This is not the conventional 
auditing text following the balance sheet 
route and complete with description of 
accounting theory and auditing mechan- 
ics. Rather, it is an analysis and in- 
tegration of basic auditing objectives 
and concepts. While valuable as a tool 
for staff training and as a guide to f- 
nancial executives and lawyers, the book 
should also appeal to the experienced 
practitioner interested in seeing his day- 
to-day problems reduced to their fur- 
damentals and logically tied together. 

Auditing is defined as the arriving 
at informed opinions on audit problems 
by selecting, examining and organizing 


March 
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Accountants 
Controllers 


C. Office Managers 


p Bookkeepers 
ersonnel ° 
A gency 


509 Fifth Avenue 
New York 17, N. Y. 


MUrray Hill 7-3250 




















| BLADES & MACAULAY 
| INSURANCE ADVISERS 


& 


Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 


| 744 BROAD ST. NEWARK 2, N. J. 
| Established 1926 
| 














Tax Form Reproduction 


BY GOVERNMENT APPROVED 
METHODS 


FOR EXPERIENCED, 
PROFESSIONAL, RELIABLE WORK, 


CALL 


Circle 6-9657 
Bell Studios 


200 W. 57th STREET 
NEW YORK CITY 

















Investment 


Information 


42 Broadway 
New York 4, N. Y. 
Dighy 4-7140 





JUSTIN JACOBS 


Peter P. McDermott & Co. 











evidence to the extent necessary to draw 
inferences and to verify these inferences, 
The audit problems relate to determin. 
ing whether the accounting summaries 
are fair presentations and whether the 


resources of the company have been 
conserved. 
The purposes of accounting state. 


ments and the concepts underlying such 
components as proprietorship. income. 
cost and expense are discussed, as are 
the limitations arising from the system 
of communication, symbolization and 
classification. A series of eight exam- 
ples is used in an interesting demon.- 
stration of the evolution of the current 
form of audit report. 

The authors describe the theory and 
use of audit programs and working 
papers, the functions of which are iden- 
tified as follows: to furnish information 
for the audit report, to link the state- 
ments with the auditing details, and to 
reconcile (integrate) and file the audit 
evidence obtained by 
ing. confirming and 
pendently. 


vouching, count- 
calculating inde- 
This evidence is verified by 
inquiry and observation and judged for 


(1) 


information gained by experience and 


reasonableness based on specific 
(2) patterns of information gained by 
study and reflection. 

The practitioner will particularly ap- 
preciate the 
supervision and review because it faces 
up to the problem of the “Unrecorded 
Audit” in recognizing that many audit 
procedures are unrecorded in whole or 
in part: reviewing internal control. 
vouching, observing, reviewing. ete. 
While some evidence obtained by these 
procedures is recorded, there is little to 
show that the procedures were effec- 


APPRAISALS 


NATIONAL ORGANIZATION OF 
APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 


PITTSBURGH 6 CHURCH STREET ATLANTA 


discussion of delegation. 











PHILADELPHIA NEW YORK, N. Y. §7. Lots 
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ively carried out and there could be 
jenificant evidence which was over- 
looked or misinterpreted. 

A case study from actual practice il- 
lystrates the application of the basic 
concepts and patterns of thinking dis- 
cussed in the book. An appendix in- 
cludes an illustration of a long-form re- 
port and a staff training program with 
practice material. 

KENNETH G. Capematori, CPA 
(Price Waterhouse & Co.) 
New York, N. Y. 


\uditing—A CPA Review Manual 


By Benjamin Newman. Joun WILEY 
& Sons. Inc., New York, N. Y., 1958. 


Pages: XIV 685; $12.75. 


This book is primarily designed to 
prepare a CPA candidate for the au- 
diting examination. Its organization 
and arrangement are of unusual interest 
in that each chapter is developed in 
such a manner as to bring out the ma- 
jor auditing objectives, the means of 
arriving at the objective, an explanation 
of the auditing methods to be used, the 
reason for the suggested methods. the 
type of auditing evidence required and 
the manner of reconciling or scheduling 
the particular The 
materials in each chapter are followed 


items. foregoing 
by questions from recent CPA examina- 
tions together with original solutions 
and additional textual 
other words, after the student has read 
the background theory or practice, he is 


material. In 


confronted with also 
given the solutions thereto in 


development of the subject. 


questions and 
further 


The scope of this volume is extensive 
and includes a discussion of the ac- 
countant’s report, professional ethics 
and legal responsibilities, principles of 
internal control, working papers and the 
audit program. The succeeding chap- 
ters deal with the various balance sheet 
and profit and loss statement items so 
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as to cover the complete subject. Nu- 
merous chapters are also illustrated with 
forms. such as for confirming accounts 
receivable and payable, types of petty 
casn and bank reconciliations, etc. 

This volume indicates specific pro- 
cedures, such as methods of reviewing 
the system of internal control, detailed 
steps in the observation of physical in- 
ventory counts, discussion of the rea- 
sons for issuance of qualified opinions 
or disclaimers, including illustrative 
wording, and discussion of the differ- 
ence between year-end and interim audit 
work. 

An appendix sets forth additional ex- 
amination questions and solution guides 
and a tabulation indicates the frequency 
with which each type of question has 
occurred in the Uniform American In- 
stitute of Certified Public Accountants 
Examinations from 1912 through May 
L958. 

Professor Newman emphasizes _ the 
meaning and application of each au- 
diting principle and its relationship to 
the specific work, subject or accounts 
involved. His references are up-to-date 
and include the pronouncements of the 
Institute’s Auditing Proce- 
The author also does 


\merican 
dure Committee. 
not hesitate to express his opinions 
where necessary without, however, mak- 
ing dogmatic statements. The content 
is based upon Professor Newman’s ex- 
perience with small and national CPA 
firms, college teaching of auditing and 
conducting of CPA coaching courses. 
This is a valuable book for the CPA 
candidate. Moreover, in my opinion, it 
would also serve as a means of review- 
ing current auditing principles and 
procedures for a staff man anxious to 
improve his efficiency, or for use in con- 
nection with a staff training program 
by a CPA firm. 
STEPHEN CHAN, CPA 
(Eisner & Lubin) 
New York, N. Y. 
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Professional 
Insurance Service for 


ACCOUNTANTS 
and their clients 


Accountants’ Professional Liability Insurance indispen- 
sable protection for every accounting firm. Guards the 
accountant’s assets against claims and judgments aris- 
ing because of some alleged negligent act, error or omis- 


sion. Pays judgments up to the policy limit, plus legal, 


investigation and court costs. 


Valuable Papers Insurance—an “all risk” type coverage 


which provides funds for the restoration of papers, books 
and records when they are destroyed by fire or other 
peril. 


3-D Crime Insurance—Broad form coverage for money 


and securities; burglary or theft of merchandise; em- 
ployee dishonesty; forgery. 


Accounts Receivable Insurance—pays the money which 


can’t be collected when accounting and collection records 
are burned or destroyed. Prevents impairment of credit. 


re 
my \ 








All Types 
of Business 
Insurance 


Accident & Sickness 


(including statutory 
benefits required under 
New York State’s Dis- 
ability Benefit Law) 


Automobile 

Boiler and Machinery 
Burglary and Glass 
Fidelity and Surety 
Fire and Allied Lines 


Inland and 
Ocean Marine 


Public and Professional 
Liability 
Multiple Peril Forms 


Workmen's 
Compensation 


American Casualty agents are ideally equipped to 
give accounting firms and their clients intelligent 
counsel on all insurance problems. They are repre- 
sentatives of a company with 57 years experience in 
writing the usual and unusual in insurance coverages. 
American Casualty is one of the very few companies 
which specialize in liability insurance for pro- 
fessional groups such as accountants and attor- 
neys. For the name of your nearest ACCO agent 
or broker, write A. F. Seelig, V.P., American 
Casualty Company, Reading, Pa. 


AMERIGAN GASUALTY 


COAST-TO-COAST SERVICE THROUGH 14,000 INDEPENDENT AGENTS AND BROKERS 
HOME OFFICE: READING, PENNSYLVANIA 


SINCE 1902 
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Classified Section 


RATES: ‘‘Help Wanted” 20¢ a word, minimum $5.00. 
“Business Opportunities” 15¢ a word, minimum $3.00. 
Closing date, 10th of month preceding date of issue. 


$2.00. 
words. 


“Situations Wanted”’ 10¢ a word, minimum 
Box number, when used, is two 


ADDRESS FOR REPLIES: Box number, The New York Certified Public Accountant, 677 Fifth 


Avenue, New York 22, N. Y 


HELP WANTED 


Part-Time per diem work for certified public 
accounting firm, semi-senior and senior audit 
duties, state experience, availability, hourly 
rate. Box 1675. 


Instructor for CPA examinations review lo- 
cated in New York City, must have ability to 
keep the interest and attention of class, write, 
stating qualifications, experience, etc. to Box 
1678. 


SITUATIONS WANTED 


Immediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 
countants Division, Maxwell Employment 
Agency, 130 West 42nd Street, N. Y.C., tele- 
phone LOngacre 4-1740. 


Financial Executive, CPA, law degree, over 
25 years extensive experience, public, private, 
recently assistant comptroller national manu- 
facturing company, seeks more challenging 
opportunity, $10,000, presently public account- 
ing free lance. Box 1667. 


CPA-Attorney, LLM, former revenue agent, 
subsequently 15 years broad tax practice, spe- 
cializing estate planning, income tax, state, 
local taxes, research, review, opinions, exam- 
inations, protests, Appellate and other level 
conferences, petitions Tax Court, etc., available 
per diem, part-time, other suitable arrange- 
ments. Box 1668. 


CPA, 45, big company experience, desires high 
type management consultant assignments, eve- 
nings and weekends, that may lead to full- 
time partnership with earnings potential of 
over $20,000. Box 1673. 


CPA, available evenings and weekends, 15 
years heavy experience, desires association 
with busy practitioner, prefer north N. J. area. 
OLiver 2-3319 or Box 1676. 


CPA, attorney, female, taxes, costs, public/ 
private experience. Box 1679. 


CPA, 36, NYSSCPA, AICPA, 16 years diversi- 
fied experience, Nassau office, seeks per diem 
or other arrangement, available six days per 


month. Box 1682. 


CPA, Phi Beta Kappa, MBA, Society member, 
12 years public accounting experience, desires 
private accounting position. Box 1684. 
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Statistical Typing, accurate and _ attractive 
typing of reports, tax returns, done on IBM 
electromatic, $2.75 hour. Sandra Goldsmith, 
MU 2-4777. 

Woman, 45, with general accounting back- 
ground in large food company formerly in 
N. Y.C., wishes to return to the field, presently 
working in large utility company handling 
C.P.F.F. missile contracts, willing to exchange 
“security” of present position for job satisfac- 
tion, flair for trouble-shooting on trial balance, 
payroll, accounts receivable and payable, ete., 
operate comptometer, typewriter, and _ others, 
present salary $430 mo., will start for less in 
right job, uses cane for slight disability. Call 
Miss Sullivan, WO 4-2100 Ext. 6711 between 
12 and 1 o'clock. 

CPA, tax accountant, LLM taxation, experi- 
enced tax research, planning, protests and peti- 
tions, available per diem N. Y.C. area. Box 
1685. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk provided 
for interviewing, $6.50 per month, directory 


listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). ; 


Practice Wanted, substantial terms, know- 
how offered overburdened or retired prac- 
titioner, CPA, N. Y., N.J., AICPA, TE, MBA. 
Box 1669. 


Well Equipped CPA Firm, will purchase all 
or part of the practice of overburdened or 
retiring accountants, substantial cash or at- 
tractive retirement arrangements will be 
offered. Box 1670. 


CPA, desires to purchase practice, New York 
City area, honor graduate, excellent tax and 
accounting background, specializes in highest 
type professional service to small and medium 
size accounts, excellent financial terms, replies 
held strictly confidential. Box 1671. 


CPA-Attorney, tax specialist, former revenue 
agent and technical adviser will act as your 
tax department, conducting tax and _ estate 
planning, research, and litigation, mutually 
acceptable arrangement. Box 1672. 


Statistical Typing, reports, tax returns, ac- 
curately and attractively typed, thoroughly 
checked, highly experienced, reasonable rates. 


Anne Steinfeld, RO 4-7539, RO 4-9675. 
March 
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BUSINESS OPPORTUNITIES 


Office Space Wanted, with other practition- 
ers, two man staff, share expenses and benefit 
mutually, will consider future partnership or 
merger. Box 1674. 

Use our 34th Street or 42nd Street address 
and telephone number as your New York 


ofice for receiving messages and mail, cour- 
teous eflicient service. WIsconsin 7-2465. 


Small Practitioners, $10,000 to $20,000 prac- 
tice, wanted to join me in three man associa- 
tion for mutual benefits, midtown area. Box 
1677. 

(PA-Attorney, 37, active in both professions 
with long established, high calibre clients, 
sross over $70,000, seeking partner with proven 
managerial ability for all phases of accounting 
and taxation, prefer CPA and attorney with 
outstanding capabilities and personality rather 
than one having large practice, submit details 
which will be held strictly confidential. Box 
1680. 

For Rent, 34th Street Penn Station area, dig- 
nied part of suite good for two, $100. 450 
Seventh Ave., PE 6-0216. 

Jamaica, Queens, sublet newly decorated air- 
conditioned room 12 x 18, two windows, one 
block from subway, fine location, $125. NI 
8-1663. 

CPA, former Revenue Agent, gross income in 
excess of $20,000 desires association or part- 
nership with practitioner or firm of similar or 
larger size. Box 1681. 





CPAs, N.Y., Mass., Calif., established over 
35 years in lower Manhattan seek N. Y. CPA 
with law degree with or without practice, as 
partner, please write fully. Box 1683. 


1 Room, in new CPA suite, may be shared, 
services available. 545 Fifth Avenue, YU 
6-8133. 


Telephone Answering/Mail Service, parti- 
tioned private desks, accountant’s reports, tax 
forms, typing of all kinds. 507 Fifth Avenue, 
12nd, Suite 706, MU 2-2446. 


For Sale, Underwood-Elliot Fischer electric 
bookkeeping machine with 11 registers and 
two metal side desks, model CAX-43-EK, 
serial number 290377, price $850.00. CI 6-5070. 





SAVE TIME e SAVE MONEY 
Copies of Tax Returns 
Reproduced by Experts 
REASONABLE FREE PICK-UP 

RATES AND DELIVERY 
CONTACT NEAREST OFFICE 


ACCOUNTING REPRODUCTION SERVICE 


61-05 77th Street 219 Claywood Drive 
Ectmuurst 79, N. Y. Brentwooo, L. I. 
HA 6-7780 MO 1-5600 

















Lowest Rates’ « 


to each account. 


clients’ needs? 





FINANCING 


ACCOUNTS RECEIVABLE 


Our methods are simple to figure— 
Specialized individual attention given 


May we hear from you regarding your 


Participation If Desired. 


PARAMOUNT FACTORS, INC. 
303 FIFTH AVENUE, NEW YORK 


MUrray Hill 4-7988 


Non - Notification 
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CCOUNTS RECEIVABLE) 
LOANS / 
6 
LOWEST RATES 
NON-NOTIFICATION 


SERVICE FACTORS CO. Ieee 


450 SEVENTH AVE. NEW YORK, N. Y. 


ozalid-bruning 
tax form reproduction 


e Government approved methods 


e Free pick-up and delivery in Manhattan 
24 hr. delivery guaranteed 


G Call or write for price list 


G 
BEE photocopy, inc. PL-1-0440 


415 Madison Ave., N. Y. C. 
65 East Fifty-Fifth, N. Y. C. 
120 East Fifty-Sixth, N. Y. C. 
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does the 


RENT SECURITY 


your clients hold earn its keep? 








yggest to the Landlords and Real Estate Agents among 

yur clients that they use a single Ninth Federal RENT 
SECURITY Trust Account for all the security funds under their 
control. Then RENT SECURITY will “earn its keep’’— + PLUS! 
Ihe share of each tenant will be insured to $10,000. by the 
federal Savings & Loan Insurance Corporation. You, individually, 
sron behalf of a corporation (within a $10,000. limitation) 
ore always welcome to use our many services. Drop 

inat any office and learn why NINTH FEDERAL 

s really the HOME OF SAVINGS + PLUS. & 


NINTH FEDERAL SAVINGS 
AND LOAN ASSOCIATION 


Manhattan — WI 7-9119. Hours: Monday they Thursday 9-3; Friday 9-6 

1457 BROADWAY at Times Square, N. Y. 36 805 U. N. PLAZA at E. 45th St. N. Y. 17 
Bronx — Hours: Monday 9-3 and 5-8; Tuesday thru Friday 9-3 

66 E. BURNSIDE AVE. at Walton Ave., Bronx 53 1580 WESTCHESTER AVE. at Manor Ave., Bronx 72 


NINTH FEDERAL SERVICE — Complete... Prompt... Courteous 
Resources over $100 Million 





FACTORY NEW 


ELECTRIC ADDING MACHINES 


UNDERWOOD $168.50 Plus Fed. T. 
CLARY $169.50 Plus Fed. T. 
BURROUGHS $198.50 Plus Fed. T. 


¢ RENTALS - 


OF FACTORY NEW 
ELECTRIC 
ADDING MACHINES 
AND CALCULATORS 


$15°° ner month 


also Rentals of Typewriters 


ERIC STEINER, Inc. 55 W. 42nd ST. 


SUBWAY ARCADE LO 5-4126 Dept. 3 
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MR. ACCOUNTANT... 


HAS LACK OF WORKING CAPITAL 
BEEN HOLDING BACK YOUR CLIENT? 


With a low balance in his working 
capital account, your client will find 
it difficult to break that chain restrain- 
ing him from building his business. 
Rather than permit him to strain ea- 
gerly toward his goal of expansion, you 
can make it simple for him by direct- 
ing him to The Meadow Brook National 
Bank. Our Accounts Receivable De- 
partment can put progress, growth, 
and additional profit within his reach. 





WITH A REVOLVING CREDIT PLAN 
HE CAN GO AHEAD 


The money he needs, when he needs 
it, can be available with no change in 
his normal business procedures. A 
revolving credit plan, through non- 
notification accounts receivable financ- 
ing with no maturities, is the answer 
that he can find at Meadow Brook. 
Our customers receive their equities 
daily and pay only on the actual cash 
employed. With our plan of financing, 
his accounts receivable can be as liquid 
as cash. 





Mr. “Meadow Brook” 


FOR FURTHER INFORMATION CALL MR. HENRY DENGEL 
IVanhoe 1-9000 — West Hempstead, N. Y. 





The 


national hank 








WEST HEMPSTEAD OFFICE 
MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 
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Accountants’ Legal Liability 


By Toomas W. Hite, Jr., CPA 


This article analyzes the broad basic principles of accountants’ 
legal liability which is viewed in terms of the accounting profes- 
sion’s own conception of its responsibilities to the public. The 
concluding part of this article, which will discuss specific cases of 
liability, will be published in a forthcoming issue. 


The Professional Problem! 


Any discussion of the legal liability 
of the public accountant must begin with 
the proposition that the public account- 
ing profession represents to the public 
venerally that it is skilled in the prepa- 
ration, examination and evaluation of 
financial information. 

No responsible member of the pro- 
fession would today propose that its 
members should not be held accountable 
to the public for the quality of the work 
performed by them. Indeed. it is a 
simple economic fact that if such a gen- 
eral disclaimer were made the profes- 
sion would lose its utility to the business 
world. Recognition of this professional 





Tomas W. Hint. Jr.. CPA and mem- 
ber of the New York Bar, is a member 
of our Society's Committee on Profes- 
siona! Conduct. Mr. Hill is a partner in 


the law firm of Spear & Hill. 


responsibility and the regard in which 
the business community holds the pro- 
fession is nowhere better illustrated 
than in Statement No. 23 of Statements 
on Auditing Procedure* which requires 
a public accountant to state whether or 
not he has an opinion on a report which 
bears his name and the nature of that 
opinion. The premise on which State- 
ment No. 23 rests is that the mere pres- 
ence of the public accountant’s name, 
without more, adds authenticity to the 
statements. 

The problem of liability to the public. 
both to the client who employs the pub- 
lic accountant and to the third parties. 
generally creditors. who rely on the 
work done by public accountants, has 
not been well explored. Even in the more 
prosaic areas of work performed by the 
members of the profession little has been 
accomplished in determining the scope 
of liability. The area comprehended by 


1 See, for a more detailed discussion of the problem of accountants’ liability, Levy, Account- 
ants’ Legal Responsibility (AICPA 1954); Accountants’ Legal Responsibility, Course Manual 


and Discussion Guide (AICPA 1956). 


“AICPA (December 1949); Codification of Statements on Auditing Procedure, pp. 18-20 
(AICPA 1951). See also Generally Accepted Auditing Standards, pp. 14 and 46 (AICPA 


1954), 
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the services rendered by the profession 
is a constantly expanding one. Illustra- 
tive of this is the recent attention paid 
by the profession to the rendition of 
what are referred to as management 
services. Examination of the literature 
prepared by the American Institute of 
Certified Public Accountants* reveals 
that these services are almost as varied 
as the number of accounting firms and 
the number of their respective clients. 
It is difficult in these circumstances to 
establish precisely the scope of the pub- 
lic accountants’ legal liability. 

At the outset of any discussion of 
legal liability it must be recognized that. 
in the last analysis, the determination 
of the scope of liability is one for the 
courts. Further, the scope of liability. 
once it has been determined by the 
courts, must be subjected to review 
within the framework of the profession’s 
own view of its professional responsibil- 
ity, with the purpose of defining and re- 
defining the areas of responsibility as 
the character of the work done by the 
profession changes. 

Basically the problem of liability is 
two-fold. 
bility must be defined. By this is meant 
no more than that the public must be 
educated, and perhaps also the profes- 


First, the scope of responsi- 


sion, as to what responsibility is as- 
sumed by the profession for the reports 
rendered by it. Second, since as a pro- 
fession it is axiomatic that its members 
are to be judged by the standards gen- 


erally recognized by the profession! 
definitive standards of performance 
must be established.® 

The profession has undertaken to 
establish standards by which its work 
is to be judged. Constant re-examina- 
tion of these standards is necessary and 
is going forward under the aegis of the 
Institute. It cannot be disputed that the 
standards established by the Institute 
must in the long run serve the profes. 
sion far better than any such standards 
established for it by courts or regula- 
tory bodies dealing with special and 
unusual situations.® 


Professional Standards 


Professional standards have two as- 
pects. There are first the standards of 
performance applicable generally to en- 
gagements undertaken by the members 
of the profession. These standards and 
their establishment have received con- 
siderable attention in the last twenty 
years. They are reflected in various 
publications of the American Institute 
of Certified Public Accountants. the 
leading one of which is GENERALLY 
AccepTED AUDITING STANDARDS, THEIR 
SIGNIFICANCE AND ScoPE.* 

Particular standards expressed in 
terms of procedures to be followed and 
applied with respect to specific situations 
have also been established. These are 
dealt with by the Institute in the Codi- 
fication of Statements on Auditing Pro- 
cedure’ and in the subsequent State: 


3 See A Classification of Management Services by CPAs (AICPA 1956). 
# Soechtig v. Amick, 285 App. Div. 701, 704, 140 NYS 2d 85, (1st Dep’t. 1955) aff'd 309 
N.Y. 988 (1956) citing Smith v. London Assurance Corp. 109 App. Div. 882, 96 N.Y. Supp. 


820 (2nd Dep’t. 1905). 


5 The standards of performance have been classified as (1) General Standards (2) Stand- 


ards of Field Work, and (3) Standards of Reporting. 


Generally Accepted Auditing Standards 


(AICPA 1954). The classification is of no particular utility where the question of legal liability 
is involved since performance of the professional obligation assumed by public accountants 
must of necessity cut across all three areas in any particular situation. 

6 Kent, Liability of Auditors, 106 Journal of Accountancy 61 (Sept. 1958). 

7 Special Report by the Committee on Auditing Procedure, American Institute of Certi- 
fied Public Accountants |hereinafter, the “Institute’| (1954). 

8 Issued by the Committee on Auditing Procedure (1951). 
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Accountants’ Legal Liability 


ments on Auditing Procedure published 
from time to time by the Institute. In 
addition. the various auditing texts” and 
publications of the Institute!” and the 
various stale organizations of certified 
public accountants deal extensively 
with specific procedures to be followed 
in the conduct of particular engage- 
ments. 

The fact that the technical language 
of the profession like that of its brother 
professions. must, of necessity. be em- 
ployed in any discussion of these stand- 
ards has not escaped notice. The Insti- 
tule has attempted to bring a uniformity 
of meaning to the terms more regularly 
employed as well as to the presentations 
of financial information." 

The increasing preoccupation of gov- 
ernment. both federal and_ state, with 
accounting matters, has also had a dis- 
tinct bearing on the standards of per- 
formance of the profession. Perhaps 
the most familiar agency dealing with 
accounting problems is the Securities 
and Exchange Commission. The Com- 
mission's regulations and other publica- 
lions have at various times dealt speci- 
fcally with standards of performance.' 
lt is probably true that the influence of 
the Commission on the standards of 


» 


performance is felt by the profession 
generally regardless of whether par- 
ticular pronouncements deal only with 
matters under the Commission’s juris- 
diction. 

All of these efforts have gone a long 
way to place the problem of legal re- 
sponsibility within a framework of com- 
mon reference which permits at least 
general statements as to the scope of 
such responsibility. 

Until recently the professional litera- 
ture and the official publications of the 
Institute were concerned in the main 
with the so-called short-form report. The 
Institute has now recognized, however. 
that the general professional standards 
established for the more ordinary short- 
form reports rendered by the profession 
are also applicable for the most part to 
reports rendered as “Long Form Re- 
ports” and, for the most part. to “Spe- 
cial Reports.”™ 

Professional standards, although sub- 
jected to examination by the Institute 
as early as 1917, really began to be 
considered by the profession on an or- 
ganized basis with the McKesson & 
Robbins situation. The chronology of 
the development of professional stand- 
ards appears in the notes.™ 


” See, e.g., Lenhart and Defliese, Montgomery’s Auditing (8th ed. 1957); Bell and Johns, 


\uditing (rev. ed. 1952). 


10 See, e.g., the various Case Studies on 


Auditing Procedure; A Case Study on the 





Extent of Audit Samples (1955). While the Case Studies are not approved, as such, by the 
Committee on Auditing Procedure and there is a considerable difference of opinion among 
members of the profession as to their authoritativeness, they do represent an expression of 
procedures considered by some to be adequate. 

'l See, e.g., Accounting Research Bulletins and Accounting Terminology Bulletins. 
nen S-X; Accounting Series Releases, Vol. 3 Federal Securities Law Reporter 
(CUH), 

' Statements on Auditing Procedure Nos. 27. 28 (AICPA July and October 1957). See 
also Levy, Special-Purpose Reports and Nonstandard Opinions, 103 Journal of Accountancy 
18 (June 1957); Levy, A New Look at Accountants’ Legal Responsibility, 27 The New York 
Certified Public Accountant 380 (June 1957). 

41917: The Institute prepared a “memorandum on balance sheet audits”, under the 
name of “Uniform Accounting: a Tentative Proposal Submitted by the Federal Reserve Board.” 
; 1918: The 1917 pamphlet was reissued under a new title, “Approved Methods for the 
Preparation of Balance Sheet Statements”—the change indicating perhaps a realization that 
wiform accounting is a utopian objective. 

1929: The pamphlet was again revised by the Institute and again issued under the 
sponsorship of the Federal Reserve Board. The title was modified to read “Verification of 
Financial Statements” thus embracing the income statement. or “profit and loss statement” 
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The scope of responsibility, on the 
other hand, actually began to be con- 
sidered both by the profession and by 
the courts long before this time.!® 
However, consideration by the profes- 
sion was sporadic and was usually gen- 
erated by the decision in a particular 
lawsuit against a member of the pro- 
fession. 

The decided cases in which the ques- 
tion of legal liability was raised are not 
particularly helpful, especially the early 
cases. In some cases there were aggra- 
vated situations in which no accountant 
practicing today would have any difficulty 
concluding that the defendants involved 
were at least negligent, if not more. In 


others, the opinion of the court was 
ambiguous in terms of the particular 
facts relied on.’® In addition, the fac. 
tual situations involved are unlikely to 
occur again for a variety of reasons not 
the least of which is the general im. 
provement in both accounting and audit. 
ing techniques. The present general ap- 
plicability of these cases is difficult to 
determine. At the very least it must be 
concluded that they do serve to mark 
certain danger areas. More recently, 
however, there have been decisions in 
the courts which consider the question of 
the scope of legal responsibility not only 
on the facts involved, but also in a gen- 


as well as the balance sheet. The following form of unqualified certificate was suggested for 


use: 
“T have examined the accounts of 
OG ccicietocccites 


company for the period from —— 


I certify that the accompanying balance sheet and statement of profit 


and loss, in my opinion, set forth the financial condition of the company at —— 
and the results of the operations for the period.” 
This specimen form should be contrasted with the standard form currently approved. 
1932-1934: Audits of Corporate Accounts. Correspondence between the Special Com- 
mittee on Cooperation with Stock Exchanges of the American Institute of Accountants and 
the Committee on Stock List of the New York Stock Exchange. 


1936: 


The Institute, under its own sponsorship, published a revision of the three 


earlier pamphlets, in a bulletin entitled “Examination of Financial Statements by Independ- 


ent Public Accountants.” 


Here the word “Examination” replaces “Verification” used in the 


previous title; it gives effect to the view that “verification is not an accurate portrayal of 


the independent auditor’s function in the examination of financial statements. 
This is the year when McKesson & Robbins burst upon the scene. Beginning 


1939: 


” 


January 5, 1939 and continuing through April 1939, the Securities and Exchange Commis- 
sion conducted hearings, with special reference to the “financial statements and schedules 
. .. prepared and certified by” a very large accounting firm. 





1939: January 30, 1939; the Institute appointed a committee “to examine into audit- 
ing procedure and other related questions in the light of recent public discussion.” This 
committee became known as the Committee on Auditing Procedure. Between the years 
1939 and 1949, the committee issued 24 Statements on Auditing Procedure which, in 195], 
were summarized in the Codification of Statements on Auditing Procedure and _ rewritten. 
It has continued to issue bulletins on matters of concern to the profession. At about the 
same time in 1939, another committee, the Committee on Accounting Procedure, was established 
by the Institute to inquire into accounting principles as distinguished from auditing procedures. 
This committee has issued Accounting Research Bulletins, 42 in number between 1939 and 
1952. In 1953 these were summarized and rewritten in Accounting Research Bulletin No. 43 
and designated Restatement and Revision of Accounting Research Bulletins. The committee has 
continued to issue periodic bulletins. 

1939: September, 1939; the Institute membership adopted a program for extension of 
auditing procedures to include observation of the physical inspection of inventories and 
independent confirmation of receivables. 

1941 & 1942: In 1941 the Securities and Exchange Commission issued further releases 
respecting “Accountants’ Certificates.” In October 1942, the Institute membership adopted 
Statement on Auditing Procedure No. 12, making further disclosure mandatory in these words: 

“  . , that hereafter disclosure be required in the short form of independent 
accountant’s report or opinion in all cases in which the extended procedures regard- 
ing inventories and receivables set forth in ‘Extensions of Auditing Procedure’ are 
not carried out, regardless of whether they are practicable and reasonable, and even 
though the independent accountant may have satisfied himself by other methods.” 

1947: The Committee on Auditing Procedure adopted a “Tentative Statement of Auditing 
Standards—Their Generally Accepted Significance and Scope.” 
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eral manner more related to the practice 
as we know it today.?* 


accountant has knowledge that the par- 
ticular third party is going to rely on 





his work. It may also result in cases 
where the accountant does not have 
knowledge that the third party will rely 
on his statements. In the latter case, 
however, it is probably necessary that 
the accountant have reason to believe 
that third parties situated as the par- 
ticular third party involved will or may 
rely on the statements. 

There is also a separate area of sta- 
tutory liability to third parties imposed 
by the various federal securities laws 
as well as the laws of the various states 
regulating the issuance and sale of se- 


At this stage in the development of 
ihe legal liability of the accounting pro- 
fession there are no answers to the 
question which seeks as its answer the 
precise scope of that liability. There 
ae, however, numerous questions which 
may be asked which help to analyze 
the problem and define the areas of 
liability. 


Members of the Public to Whom the 
Public Accountant May be Liable 


The accountant may incur liability to 
his client. He may also incur liability 
to third parties. Liability to third par- 


ties may be incurred in cases where the — curities.!> 


1948: In September 1948, the Institute membership adopted the 1947 Tentative Statement 
of Auditing Standards. In October 1948, the Committee on Auditing Procedure issued State- 
ment on Auditing Procedure No. 24, presenting a new “recommended revised short-form of 
accountant’s report or certificate.” This 1948 form of certificate (or opinion or report) is 
currently standard. 

1948: The 1936 Institute booklet “Examination of Financial Statements by Independent 
Public Accountants” was withdrawn from distribution, as obsolete. 

1950: The Institute issued a booklet entitled “Audits by Certified Public Accountants— 
Their Nature and Significance.” This 56-page pamphlet is designed to “help those who are not 
familiar with the process of auditing gain a better understanding of the Certified Public 
Accountant’s word and his responsibilities.” It presents a fairly comprehensive view of account- 
ing procedures, and affords significant aid to the understanding of how to read the CPA’s 
certificate and report. 

1954: The Committee on Auditing Procedure reissued its 1947 Auditing Standards, omit- 
ting from its title the designation “Tentative.” and now naming the pamphlet Generally 
Accepted Auditing Standards. The Institute’s rules of professional conduct are by reference 
incorporated as part of the Standards. A significant addition is made to the standards of 
reporting: the expression of an opinion (unqualified or qualified) or the disclaimer of opinion 
is expressly required; and this statement is made: “In all cases where an auditor’s name is 
associated with financial statements the report should contain a clear-cut indication of the 
character of the auditor’s examination. if any. and the degree of responsibility he is taking.” 
In 1957 the committee made it clear that these same standards of reporting are applicable to 
long-form reports [Statement on Auditing Procedure No. 27 (1957) ]. The committee also 
concluded that the same standards were applicable to “special reports” but to a more limited 
extent [Statement on Auditing Procedure No. 28 (1957) ]. 

The chronology set forth has been adapted from an article by Louis Goldberg, A Guide 
for Lawyers: How to Read CPA’s Certificate and Report, 43 A.B.A.J. 227 (March 1957). 

15 The first reported case in the United States was Smith v. London Assurance Corp., 109 
App. Div. 882, 96 N.Y. Supp. 820 (2nd Dep’t. 1905). 

_ 16See, e.g., Craig v. Anyon, 212 App. Div. 55, 208 N.Y. Supp. 259 (1st Dep’t. 1925) ; 
Ultramares Corp. v. Touche, 255 N.Y. 170 (1931): State Street Trust Co. v. Ernst, 278 N.Y. 
— National Surety Corp v. Lybrand. 256 App. Div. 226, 9 N.Y.S. 2d 554 (Ist Dep’t. 

17 See, e.g., Cereal Byproducts Company v. Hall, et al., 132 N.E. 2d 27 (App. Ct. Ill. 1956) ; 
Social Security Administration, Baltimore Federal Credit Union v. United States, 138 F. Supp. 
147 N.E. 2d 383 (App. Ct. Ill. 1958); 639 (D. Md. 1956); C.I.T. Financial Corp. v. Glover, 
224 F. 2d 44 (2nd Cir. 1955); First Bank and Trust Company of South Bend, South Bend, 
Indiana vy. Small, aff'd without opinion on the record below, 6 A.D. 2d 679 (1st Dep’t. 1958). 
_ 18No discussion of the various areas of statutory liability under the federal statutes relat- 
Ing to the issuance and sale of securities to the public and the laws of the various states 
dealing with the same problem, will be attempted in this article. There are very few decided 
1936) dealing with such liability. See, e.g., Shonts v. Hirliman, 28 F. Supp. 478 (S.D. Cal. 
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Theories of Liability ing on a contract may be commenced. 
The relationship between the public This may be of particular significance 
accountant and his client must rest on in a matter where an action is based on 
a contract of some kind. Basically, undiscovered defalcations over a lone 
however, a public accountant’s liability period of time. It is also significant re 
to his client rests in negligence.’” This terms of the proof which may be offered 
is so, absent some special provisions in at a trial since it is far simpler to estab- 
the retainer contract.*” because all that lish a failure to perform a specific task 
the ordinary contract contemplates is an undertaken by contract than it is to 
engagement requiring the performance — establish a departure from professional 
of professional services.*! In this re- standards of performance. 
spect the contract is much like the re- It is probably impractical to enter 
tainer agreement, written or oral, by into written agreements with all clients, 
W hich a lawyer or-a physician may be fiacver the. cabo of omh- an agree- 
retained.** It is only where the contract ment. stating specifically the scope of 
goes beyond the creation of a profes- the responsibility assumed by the public 
sional relationship and imposes upon — accountant, should be self-evident. Oral 
the public accountant the obligation of contracts are difficult in the extreme to 
doing a particular job in a particular ggtablish and this is particularly true 
way (@.g., an agreement to discover de- when an action results, as is usually the 
falcations, to file tax refund claims on Gace. years after the alleged contract 
time or to perform some special ser- was made. Further, sight should not be 
vices) that the accountant’s liability Jost of the fact that the general public. 
will be determined by the terms of the who make up our juries, tend to con- 
contract. sider auditors a kind of special detective 
From the point of view of liability. constantly searching for defalcations. 
resolution of the question of whether it ; 


| , naa This is also probably the case with a 
is based on the mere professional re- : ie 
tuna etegalamelane professional Te ereat many clients. In situations where 
lationship or some special agreement is apy gee ‘cal 
. a written agreement 1s impractical. 
important for several reasons. If the : : . 
. consideration should be given to a file 
contract creates only a professional re- 
lationship. then ordinarily the statute 
of limitations applicable is generally 
that applied to negligence actions and ment often used do not, unless they call 


memorandum of the oral arrangements 
made. The so-called letters of arrange- 


is considerably shorter than the period for the signature of the client, consti- 
of limitations within which actions rest- tute a contract. They do, however, serve 


19 See, e.g., Cereal Byproducts Company v. Hall, et al., 132 N.E. 2d 27 (App. Ct. Ill. 
1956); 147 N.E. 2d 383 (App. Ct. Ill. 1958); Social Security Administration, Baltimore Fed- 
eral Credit Union vy. United States, 138 F. Supp. 639 (D. Md. 1956) ; Craig v. Anyon, 212 App. 
Div. 55, 208 N.Y. Supp. 259 (1st Dep't. 1925), aff'd, 242 N.Y. 569 (1929); National Surety 
Corp. v. Lybrand, 256 App. Div. 226, 9 N.Y.S. 2d 554 (1st Dep’t. 1939). 

20 Peerless Casualty Company v. John F. Forbes & Company. # 36494 United States Dis- 
trict Court (N.D. Cal. 1957): Essley Shirt Company, Inc. v. Lybrand, 285 App. Div. 1044 (st 
Dep’t. 1955): Maryland Casualty Company vy. Cook. 35 F. Supp. 160 (E.D. Mich. 1940): 
O’Neil vy. Atlas Automobile Finance Corp., 139 Pa. Super. 346, 11 A. 2d 782 (1940); L. B. 
Laboratories v. Mitchell, 39 Cal. 2d 56, 244 P. 2d 385 (1952). 

21 Peerless Casualty Company v. John F. Forbes & Company, supra; Gammel y. Ernst & 
Ernst, 72 N.W. 2d 364, 367-368, (Sup. Ct. Minn. 1955). ; 

22 Wollard v. Gruberg, 281 App. Div. 872, 119 N.Y.S. 2d 622 (Ist Dep’t. 1953); Teitel- 
baum vy. Segal, 127 N.Y.L.J. 2143, Col. 7-M, May 28, 1952 (City Ct. Kings Co.); Colvin ¥. 
Smith, 276 App. Div. 9, 92 N.Y.S. 2d 794 (3rd Dep’t. 1949). 

23 New York Civil Practice Act Secs. 48 (six years for actions based on a contract), 49 
(three years for actions sounding in negligence). 
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Accountants’ Legal Liability 


gs a memorandum of the public ac- the requirement of privity is probably 
countant’s own understanding of his far greater where the public accountant 
undertaking. More important is the fact knows that a particular third party in- 
that such a letter places the client on tended to rely on his report.?® This 
notice of his auditor’s understanding of — likelihood may be somewhat reduced 
the engagement. It imposes on him the where the third party plaintiff is but a 
obligation of rejecting or questioning member of a class which the public ac- 
the letter if it is contrary to his under- countant knew or may be considered to 
standing or if he does not comprehend have assumed would rely on his report. 
ils meaning. And finally, the likelihood of liability 
The limitation of the public account- decreases further where the third party 
ant’s liability for negligence or breach is a member of a class that the public 
of contract to his clients only is based accountant had no reason to believe 
on the so-called doctrine of privity of | would rely on his report.?* 
contract. In short, this means that with- The liability of the public accountant 
out a contractual relationship between — to third parties, strangers to any oral or 
the public accountant and the party written agreement, rests primarily in a 
seeking recovery, there is no obligation  fraud.?* Judge Cardozo, in Ultramares, 
to exercise reasonable care. The mere the landmark case. held that a public 
statement of the proposition indicates accountant may be held liable to a third 
the repugnance courts may be expected — party. in the absence of privity of con- 
to express with respect to the rule as tract, where he has been so negligent as 
more cases come to their attention. In to permit a jury to infer fraud or to 
many situations it is no longer necessary infer a careless disregard for the truth 
to establish the existence of a contractual — of the facts reflected in his report. This 
relationship in order to permit a means in essence that a third party 
stranger to a contract to sue on the — plaintiff, assuming the existence of neg- 
basis of negligent performance.*! The — ligence which would result in liability 
courts have with each passing year ex- to the client. may sustain a claim where 
pressed less and less sympathy with the the negligence is of a patent or gross 
doctrine of privity of contract in cases nature when considered in the light of 
involving accountants.”° generally applicable auditing standards 
The likelihood that a court will ignore and procedures.** 


_ 24The leading case in New York is, of course, McPherson v. Buick, 217 N.Y. 382 (1916). 
lhere an automobile manufacturer was held liable for the negligent construction of a car, which 
negligence resulted in injury to a purchaser from a dealer, the purchaser having no contractual 
relationship with the manufacturer. The authority of this case has been adopted in a variety 
of other areas and it seems reasonable to assume it may he applied in the case of a third-party 
action against a public accountant. 

25 See Candler v. Crane. Christmas & Co., 2 K.B. 164, 1 The Times L.R. 371 (Ct. of 
App. 1951). 

°6 Ultramares Corp. v. Touche, 255 N.Y. 170 (1931). 

*7 Examples of these three groups might be (1) an identified purchasing stockholder where 

the public accountant is retained by the selling stockholder; (2) a creditor among an identifi- 
able group of creditors from whom the public accountant knows the client borrows on occasion 
but does not know that a particular statement is to be delivered; (3) a purchasing stockholder 
or prospective creditor whose existence is completely unknown to the public accountant. 
_ *8C..T. Financial Corp. v. Glover, 224 F. 2d 44 (2d Cir. 1955); First Bank & Trust 
Company of South Bend, Indiana v. Small, 6 A.D. 2d 679 (1st Dep’t. 1958), aff'd without opin- 
ion on record below. State Street Trust Co. v. Ernst, 278 N.Y. 104 (1938); O’Connor v. Lud- 
lam, 92 F. 2d 50 (2d Cir. 1937), cert. denied, 302 U.S. 758 (1937); Ultramares Corp. v. 
Touche, 255 N.Y. 170 (1931). 

29 This theory may not permit the plaintiff to avoid the statute of limitations applicable 
to negligence rather than fraud actions. See, Peerless Casualty Company v. John F. Forbes & 
Company, # 36494, United States District Court (N.D. Cal. 1957). 
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The Effect on Liability of the 

Type of Report Rendered 

THE SHORT-FORM REPORT 

Short-form certificates may result in 
actions seeking to impose liability in be- 
half of either clients or third parties. 
The type of short-form certificate may 
be either a so-called “clean” opinion, 
an explained opinion, a qualified opin- 
ion. or, indeed, even a report in which 
an opinion is disclaimed. Recent cases 
have dealt with both “clean” opinions*? 
and an alleged disclaimer of opinion.*! 

Proper identification of the type of 
short-form report rendered is extremely 
in the light of 
the literature published by the Institute 


important’ particularly 


in which the scope of the opinion ex- 
pressed by each type of such reports 
has been detailed.** 

Proper identification of the type of 
report serves the all-important: purpose 
of protecting the public accountant 
against the appearance of assuming re- 
sponsibility he does not intend to as- 
sume. 

The importance of the choice of lan- 
euage used in the opinion cannot there- 
fore be overemphasized. The principal 
purpose of the report is lo communicate 
to the lay reader the public accountant’s 
opinion or lack of an opinion on the 
referred to in the 
Where the opinion is without reserva- 


statements report. 


tion no problem should exist. A con- 
scious effort should be made to follow 
the classic language of the short-form 
Departures destroy the uni- 
that permits analysis of that 
opinion in terms of what is or should 


opinion. 
formity 


be implicit as far as the standards ap- 
plicable, the scope of the procedures 
applied, the exercise of professional 
judgment and finally the responsibility 
assumed, 

Where a disclaimer of opinion is in. 
tended, the problem should only be 
slightly more difficult. In cases where 
the disclaimer results from a limitation 
on the over-all scope of the work, no 
difficulty should be encountered in ex- 
pressing a disclaimer of an opinion on 
the statements. 
where the 
lates only to the scope of the work as 


However. limitation re. 
more material accounts, the 
problem is one of determining to what 
the disclaimer applies. The standard 
opinion relates to the statements as a 
whole and not to parts thereof and so 
the disclaimer should relate to the whole 
statement. It is interesting to speculate 
on the result in an action where an el- 
fective disclaimer is made on the state- 
ments as a whole based on a limitation 


to one or 


in scope on accounts other than and un- 
related to those where a peculation or 
overstatement exists which it is alleged 
resulted in damage to a particular plain- 
tiff.33 

The problem of “qualified” and “ex- 
plained” opinions is the most difficult 
of analysis. Basically, an “explained” 
opinion should do no more than ex- 
posit an area of the work done or not 
done or the presentation made. Usually 
the “explanation” is included in a para- 
graph between the scope and opinion 
paragraphs. It is inherently unrelated 
to the opinion which must stand or fall 


30 Cereal Byproducts Company v. Hall, et al., 132 N.E. 2d 27 (App. Ct. Ill. 1956); 147 


N.E. 2d 383 (1958). 


31 C.1.T. Financial Corp. v. Glover, 224 F. 2d 44 (2d Cir. 1955). 

3240 Questions and Answers about Audit Reports (AICPA 1956). See also Levy, Special 
Purpose Report and Non-Standard Opinions, 103 Journal of Accountancy 48 (June 1957); 
Letter of Leonard Price, President of The New York State Society of Certified Public Account- 
ants, April 1958, 28 The New York Certified Public Accountant 424; see also Codification ol 
Statements on Auditing Procedure p. 18 (AICPA 1951). 


33 Statements on 
accounts that: 


Auditing Procedure No. 


27 (July 1957) states with respect to these 


‘*., they are fairly stated in all material respects in relation to the basic financial 


statements, taken as a whole.” (p. 21) 
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Accountants’ Legal Liability 


on its own. Ordinarily, an opinion 
would be better left unexplained. 
The problem usually 


the public accountant, because of the 


comes where 
materiality of a particular item or ac- 
count, wants to explain what he has 
done or not done or what he is or is 
not assuming responsibility for.  Ex- 
pressed another way, he may want the 
benefit of a qualification as far as the 
public is concerned without offending 
his client.*4 

As recent litigation has shown,*” 
substituted for 


eX- 
planations cannot be 
clear-cut disclaimers or qualifications. 
Ordinarily. the meaning of a technical 
term or report is a question to be left 
to the decision of a jury based on the 
testimony of witnesses."° The 
courts in dealing with reports by public 


expert 


accountants, are not in agreement. how- 
ever, on whether they will permit the 
question of whether particular language 
constitutes a disclaimer or a_ simple 
explanation to be decided as a question 
of fact by a jury upon the receipt of 
expert testimony, or whether it is to be 
decided as a question of law by the 
court. It is difficult to assess the impact 
on a jury of having the judge rule on 
the meaning of an alleged disclaimer. 
In two recent cases involving attempts 

recover 
firm, the 


by third lenders to 


from a 


party 
public accounting 


facts were identical and involved the 


34 Compare Codification of Statements on A 
35 C.1.T. Financial Corp. v. Glover, 224 F 


Company of South Bend, Indiana v. Small, et a!.. 


Cook, 35 
1955). 


36 Maryland Casualty Company v. 
ardson on Evidence, Sec. 602 (8th ed. 
(1872). 

87 Compare Judge Sylvester Ryan’s charge 
quoted the alleged disclaimer and stated: 


See also Walls, et all., 


same report.** In the case where the 
meaning of the disclaimer was left to 
their decision, the jury found for the 
public accountant. In the other 
where the judge ruled on the meaning 
of the disclaimer they found for the 
plaintiff. 


case 


THE LONG-FORM REPORT 

The long-form report poses a number 
Ordinarily, the 
long-form report is prepared principally 
for the benefit of the client. It is pre- 
pared in order to present, in addition 
to the 5asic financial statements, the de- 
tails of certain of the accounts appearing 
in the basic statements and, in many 
cases, statistical and other data only in- 
directly related to the financial 
statements. The report is 
ordinarily prepared where the client does 
not have accounting personnel who are 
able or competent to prepare this same 


of special problems. 


basic 
long-form 


material. 

The first problem created by the issu- 
ance of the long-form report is its rela- 
lion to a short-form report covering the 
same The 
question may arise as to whether the 


basic financial statements. 


disclosures in’ the long-form — report 


should have also been made in the 


short-form report in order to prevent 

the latter from being misleading. 
Probably the leading case where just 

such a situation arose is State Street 

uditing Procedure p. 17 (AICPA 1951). 

2d 44 (2d Cir. 1955); First Bank & Trust 

6 A.D. 2d 679 (1st Dep't. 1958). 

F. Supp. 160 (E.D. Mich. 1940). See Rich- 

v. Bailey, 49 N.Y. 464 


in C..T. Financial Corp. vy. Glover where he 


“While it was not within our province to pass upon or assume responsibility for the 
legal or equitable title to the commercial receivables purchased by the companies or the 
valuation of any security thereto accepted and held by them, it was apparent from their 
hooks and records and by opinion of counsel that their contractual and assignment forms 
are adequate for their legal protection in connection with the collection and liquidation of 


commercial receivables purchased.’ 
“Defendants contend that by this disclaimer 


or qualification anyone who read their reports 


would take notice that the defendants assumed no responsibility for the valuation of the col- 
lateral held by Manufacturers Trading Corporation. This much plaintiff apparently concedes, 
but plaintiff contends that this disclaimer did not permit the defendants to close their eyes 
to facts and to give up the alertness which an accountant should apply during his audit. 
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Trust.** Here a short-form report was 
issued in ten counterparts followed by 
a single copy of what was in essence a 
long-form report which materially af- 
fected the substance of the statements 
covered by the short-form opinion. It 
was issued ten days after the short-form 
report was released and in one copy, al- 


the ten copies of the short-form report 
were to go to third-party lenders. 
While the sophisticated reader of fin. 
ancial statements may be expected to 
conclude that the disclosures in the 
long-form report are made for informa. 
tional purposes, it is probably better 
practice for the long-form report to ex- 





though the public accountant knew that pressly state that in the professional 


“Plaintiff contends that if the defendants had reasonable ground to suspect that the col- 
lateral was not worth the amounts which the management thought it was worth, the disclaimer 
did not cover the situation. There was testimony of expert accounting witnesses bearing on 
this issue. The question of the accounting principles involved is a question of fact which you, 
as jurors, are to decide and the true meaning and application of the disclaimer or qualification, 
in the light of that testimony and the other facts of the case, is for you to decide. 

“Defendants also state that because of the peculiar and special nature of the business of 
Manufacturers Trading Corporation and its subsidiary, that of making loans against collateral 
of all different types and sorts, the disclaimer as to responsibility for the valuation of collateral 
extends to the valuation of the receivables themselves, and that therefore, defendants are not 
responsible for the vaJuation of the receivables of Manufacturers Trading Corporation shown on 
its balance sheet.” 

Compare the above with the language of Judge Henry Clay Greenberg in First Bank & 
Trust Company of South Bend, Indiana dealing with exactly the same report where he charged: 

“T shall charge you as a matter of law with the meaning of this disclaimer clause and 
you must accept the Court’s ruling in respect to this disclaimer clause in your deliberations in 
the jury room. The clause means that the defendant accountants do not assume to act and 
have not acted as lawyers in respect to the legal validity of the documents evidencing or sup- 
porting the commercial receivables or as appraisers with respect to the valuation of collateral, 
and that it was not their function or responsibility to do so; that is to say, they were not 
lawyers, they were not appraisers. They were not required, for example, nor were they respon- 
sible for determining whether or not the documents relating to the assignment of the collateral 
to MTC as security were valid documents which gave the company a legally enforcable security 
title to the collateral. Nor was it their function to appraise the items of collateral and set their 
own valuation on it. This is what the disclaimer clause means, and nothing more. 

“Plaintiff here makes no claim that it was the defendants’ responsibility either to pass upon 
legal matters nor to appraise the collateral or that they are liable to plaintiff in damages be- 
cause they failed to do so. It is plaintiffs claim that the defendants are liable because they 
knew but failed to disclose in their report certain facts having a material bearing on the com- 
pany’s financial condition, without which disclosure they could not, and knowingly or recklessly 
did not, fairly present MTC’s financial condition. 

“I charge you, therefore, that as to this claim of the plaintiff, the disclaimer clause has no 
bearing whatsoever on the issue of the defendants’ liability, if you conclude that the claim of 
the plaintiff is a proper one and you accept it on the basis of the facts as announced to you 
and as shall be announced to you and the statement of law which I shall give you. 

“I charge you further that the disclaimer clause did not in any way relieve the defendants 
of their responsibility to investigate further or to make disclosure of any material matter dis- 
covered by them, where such investigation or disclosure were reasonably required. If they saw 
anything questionable or suspicious with respect to any situation having a material bearing on 
Manufacturers Trading financial condition, the defendants were required, if they made no dis- 
closure, to get to the bottom of it and satisfy themselves that, according to proper auditing 
and reporting principles, no such disclosure was required. 

“As bearing on the question whether the defendants had knowledge that the collateral was 
not worth the amounts which the management represented, the plaintiff offered evidence prin- 
cipally with respect to several accounts, all of which were so-called liquor accounts. 

“Plaintiff offered evidence, as I recall it, which, it contended, tended to show that certain 
liquors of Imported Liquors Company and Distilled Liquors Company were slow moving and 
had fallen in market value. 

“The defendants deny that these conclusions are to be drawn from the evidence or that 
they had knowledge of them or their effect upon the value of the collateral, and allege that 
they plainly stated that they were accepting management’s valuation of these goods, and that 
they, as accountants, were not and did not appraise them. This, of course, is a question of 
fact which you, as jurors, are called upon to decide.” 

38 State Street Trust Co. v. Ernst, 278 N.Y. 104 (1938). 
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fecountants’ Legal Liability 


judgment of the public accountant such 
disclosures were the 
short-form report.*” This constitutes an 
afirmative statement of the exercise of 
judgment by the public accountant and 
would, without question, be helpful in 
any subsequent litigation. 

A more diflicult problem results from 
the inherent nature of the long-form re- 
port and the language difficulties in- 
volved in being certain that the material 
presented does not have the appearance 
of factual representations. The Institute. 
in dealing with this problem recently. 
stated that if an opinion was not ex- 
pressed with respect to the fairness of 


unnecessary in 


the presentation of the additional ma- 
terial contained in the long-form. re- 
port, it may be presumed that the audi- 
tor assumed the same responsibility for 
such additional data as he does for the 
individual items in the basic financial 
statements. The Institute recognized 
that in some cases an explanation may 
be included as to the source of the ma- 
terial and the responsibility assumed for 
material." 


the presentation of such 
| 


The importance of such a_ statement 


is illustrated by the distinction —be- 
tween the liability assumed by the 
public accountant for the opinion 


expressed and that assumed where a 
statement is considered a representation 
of fact. A public accountant will be 
held liable for his opinion only if ex- 
pressed without the exercise of care in 
doing the work which resulted in the ex- 
pression of opinion. Where, however, 
he makes representations of fact as true 
of his own knowledge and they are 
false, then he may be liable even though 
he thought them true.*! 


39 See Statement on Auditing Procedure 
40 See note 39, supra. 


97 
is 


WHOSE STATEMENTS ARE INVOLVED? 

A further but subsidiary problem 
with respect to the long-form report re- 
lates to the question of whose financial 


statements are involved. Historically, 
the profession has taken the position 
that the statements are those of the 


client and that the profession purports 
only to report on the fairness of the 
statements.‘ The courts have generally 
accepted this statement of principle.** 


Detailed analyses, supporting data 
and statistical material tend to de- 
stroy the validity of this position, 


since it becomes readily apparent that 
the statements as well as the supporting 
data were in fact prepared by the public 
accountant. The fact is that this is prob- 
ably the case in the great majority of 
engagements, particularly in those en- 
gvagements involving medium-size or 
small companies. 

It is unrealistic to write even a short- 
form report which states or gives the 
impression that the statements examined 
are those of the client when in fact the 
statements have been prepared by the 
public accountant. The literature of the 
profession gives enough protection in- 
sofar as it characterizes the content of 
the statements as the representations of 
the client.44 Some thought might be 
given to the use of a certificate similar 
to the inventory or liability certificate 
in which the client would be asked to 
acknowledge the statements and/or the 
material contained therein as his or its 


own representations. 


SPECIAL-PURPOSE REPORTS 
Special-purpose reports present all of 
the problems inherent in the long-form 


p. 23 (July 1957). 


41 Ultramares Corp. v. Touche, 255 N.Y. 170 (1931). 
42 Codification of Statements on Auditing Procedure, p. 12 (AICPA). 
43 See In re Interstate Hosiery Mills. Co. Inc., 4 S.E.C. 706, 721 (1939). See also Charge 


of Ryan, J., 


Appendix to Appellant’s Brief, pp. 801-802; C.I.7. Financial Corp. v. Glover, 


aff'd 224 F. 2d 44 (2d Cir. 1955): Charge of Greenberg, J., First Bank and Trust Company 
of South Bend, Indiana, pp. 1648-50, aff'd 6 A.D. 2d 679 (1st Dep't. 1958). 


44. See note 32, supra. 
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report as well as additional ones. In 
special-report situations where reports 
are rendered for purposes other than 
expressing in some fashion an opinion 
on financial condition and results of 
operations, such as computation of roy- 
alties or profits under a_ profit-sharing 
plan, they are ordinarily prepared as a 
result of a specific contractual arrange- 
ment. Liability in these situations, based 
on breach of contract, is less difficult 
to establish in the event of faulty per- 
formance than in cases involving simply 
a professional retainer for the purpose 
of expressing an opinion on financial 
statements. 
Factual Situations Resulting In 

Actions Against Public Accountants 

The most usual situation for the public 
accountant to find himself in with re- 
spect to liability to his client is the situ- 
ation where an undiscovered defalcation 


that the statements are technically cor- 
rect in that the financial condition and 
results of operations of the client are 
not overstated. 

Other situations where an accountant 
may find himself liable to his client 
hut more generally to third parties are 
cases involving overstatement of assets, 
understatement of liabilities, defalca- 
tions concealed in the income statement 
and situations where he has made fac- 
tual statements as to the existence of a 
state of facts as distinguished from an 
expression of opinion. Ordinarily this 
last classification will occur in special 
or long-form reports. He will, as has 
been indicated above, also find himself 
liable where he has undertaken to do a 
specific job by contract and failed to do 
so. The second part of this article will 
deal with these situations ‘in detail in 
connection with the discussion of spe- 


has occurred. It is probably immaterial cific cases of liability. 


The Barometer of Progress 


Currently, accounting is becoming the barometer of progress. Everyone 
is affected, although the wide impact of accounting and accounting prin- 
ciples is not always recognized. Accounting and the application of account- 
ing principles and procedures play an important part in every aspect of our 
daily living. They affect the cost of all consumer goods and services, includ- 
ing light, fuel, communications, transportation, food, clothing, and house- 
hold goods, and appliances of all kinds. They play a prominent part in 
the cost determination of all minerals, of all products of the forest and the 
sea, of all buildings, structures, industrial equipment, and other products of 
heavy industry. They concern the income of individuals, particularly self- 
employed persons, those with investment income, and those confronted with 
income tax and succession duty problems. 

Good accounting provides the means of measuring business activity 
and productivity. It furnishes the indices and statistics on which business 
management must base its judgment of what to do and what not to do. 
It establishes the cost of goods produced and the selling price of goods 
sold. It computes the profit or loss on operations, the amount of income 
subject to tax, and the amount of income and other taxes payable. It pro- 
duces good financial reporting, and good financial reporting supplies the 
information and creates the confidence necessary to attract new capital and 
thus creates more productivity and more business activity. Without good 
financial reporting, based on sound accounting principles, our entire indus- 
trial economy might collapse. 


EpitoriAL, “Satisfaction of a Public Accounting 
Career,” THe CANADIAN CHARTERED ACCOUNTANT, February 1959 
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Minimizing the Unincorporated 


Business Tax 


By Pui D. Brent, CPA 


This article considers some practical methods for reducing the 
unincorporated business tax burden by various modifications to 
a firm’s form of doing business and by improving the company’s 


accounting system. 


Since 1935 New York State has im- 
posed in addition to its general income 
tax a special tax, measured by net busi- 
ness income. on non-corporate entities 
for the benefits they receive and_ the 
privilege afforded of doing business in 
the state. New York was the first state 
to impose this unincorporated business 
tax on partnerships, individual proprie- 
lorships and many other separate legal 
entities operating businesses not subject 
to the franchise taxes under Article 9 
et al of the State Tax Law. The tax 
rate of four per cent, though not exces- 
sive, does. however, add tax insult to 
financial injury if paid unnecessarily. 
Several tax-saving opportunities, some- 
times overlooked by a tax harassed prac- 
titioner, are discussed in this article. 





Puitie D. Brent, CPA and member of 
the New York Bar, is a member of our 
Society’s Committee on New York State 
Taxation. He is a lecturer on income 
taxation at the Bernard M. Baruch 
School of Business and Public Adminis- 
tration of The City College of New York. 
Vr. Brent is a partner in the firm of 
B. Waltzer & Co., Certified Public 


Accountants. 
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Organize and Pay as Partnership 

Rather than as Proprietorship 

The unincorporated business tax of a 
partnership is deductible for federal in- 
come taxes as a business expense. How- 
ever, the unincorporated business tax 
paid by a proprietor is not deductible 
on the federal return as a business ex- 
pense, but it is deductible only if the 
taxpayer includes it with his itemized 
taxes and in lieu of taking a standard 
deduction (I. T. 3753 UB 1945, p. 82; 
Commissioner’s letter dated December 
1, 1945 at P-H 1946 Fed. | 76054). 

Another decided advantage of paying 
unincorporated business tax as a part- 
nership, rather than as an individual, is 
the increased service allowance deduc- 
tion in the former instance. Taxable 
income is reduced by an allowance for 
taxpayer's services which, in a proprie- 
torship entity, is $5,000 or twenty per 
cent of the balance of taxable income 
before such deduction, whichever is 
lower. However, a partnership may de- 
duct up to $5,000 for each individual 
partner actively engaged in the business 
or twenty per cent of the balance of 
taxable income before such deduction, 
whichever is lower. 
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Paying Contributions through the 
Business Bank Account 


Reflecting contributions as having 
been paid through the business account 
with appropriate adjustments where 
required to the drawing account(s) of 
the principal(s) will permit a deduction 
for contributions on the unincorporated 
business tax return to the extent the law 
permits, which otherwise would have 
If paid directly or 
through a principal’s personal checking 
account, there is little likelihood of 


been OV erlooked. 


establishing a business expenditure. Ac- 
cordingly, clients should be instructed 
to reflect the contribution through the 
firm checking account. 


Allocation of Income and Expenses 


A properly designed accounting sys- 
tem should segregate income and ex- 
penses attributable to New York State 
sources from income and expense trans- 
actions resulting from out-of-state activ- 
ities and this will result in substantial 
tax savings. Assuming the maintenance 
of a place of business out of the state. 
no unincorporated tax need be paid on 
non-New York State sources. This is 
so even though the principal is obliged 
to pay a regular New York State income 
tax on income from all sources. Thus. 
when an individual engaged in a_per- 
sonal service business. such as an adver- 
tising “promoter, radio announcer. or 
writer, establishes a bona fide place of 
business outside the state, allocation is 
permitted. (Example. A free-lance art- 
ist, operating from a New York City 
business office, maintains a bona fide 
studio in his home in Greenwich, Conn. 
In this instance, allocation would be 
allowed. ) 

Apportionment of income may be 
made on any of the following bases: 

1. The taxpayer’s separate account- 
ing records reflecting in and out of state 


income and expenses. 
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2. The state’s official allocation for- 
mula whereby the percentages (New 
York property to total property, New 
York compensation to total compensa. 
tion. and New York sales to total sales 
everywhere) are averaged and applied 
to net income before service allowances 
and exemptions to arrive at the amount 
considered as being inside New York 
State taxable income. 

3. Methods prescribed specially by 
the Commission. where taxpayer re- 
quests, or where the Commission deems 
other methods insuflicient to provide a 
fair method of apportionment. 

Form may be an indispensable ele- 
ment in determining what constitutes a 
regular, permanent or continuous place 
of business outside of the state. entitling 
taxpayer to allocate. Consider, for ex- 
ample. a New York insurance firm 
which wishes to do business in Texas. 
Local law requires all insurance com- 
pany partners to be Texas residenis. 
Accordingly. the statute is literally com- 
plied with and a separate Texas partner- 
ship is organized. Thereafter. the New 
York firm causes Texas husiness to be 
performed through the Texas office 
which remils its net profits to the New 
York oflice. The State Tax Commission, 
sustained by the New York Court of 
Appeals. denied the taxpayer's efforts 
to allocate the Texas receipts as non- 
taxable income from business carried on 
without the state. Instead, the taxpayer 
was obliged to pay a tax on such receipts 
as income on an out-of-state investment. 
The court refused to consider the Texas 
firm a branch in fact since its form was 
that of a separate entity. (See William 
Il. Young and Others. Law Report 
News, 2/12/58. New York Court of Ap- 
peals: see also 3. N. Y. 2d 602 (1958).) 
In this instance, incorporating both en- 
lities may solve the taxpayer’s problem 


in the future. 
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Minimizing the Unincorporated Business Tax 


Real Estate 

It should be borne in mind that real 
estate operations are taxable only if the 
income is from business property lo- 
cated within New York State and in 
connection with a business activity such 
as the leasing of part of the business 
premises to others. Mere holding, leas- 
ing or managing real property, by 
owner, lessee, or fiduciary. or buying 
and selling of real property for the 
firm’s own account, do not constitute 
a sufficient continuity of activity to be 
considered the continued doing of busi- 
ness, and therefore such income is not 
subject to the unincorporated tax. En- 
gaging in such an activity through a 
business will subject the real estate 
income to tax as well. 

This definition is strictly interpreted 
and a hotel or boarding house is con- 
sidered a taxable business whereas 
owner-management of a multiple dwell- 
ing is not. Purchasing and selling for 
one’s own account is not taxable but 
doing so as a dealer and holding prop- 
erty primarily for sale to customers is 
a taxable business. 

If a business otherwise taxable doesn't 
conduct real estate ventures in connec- 
tion therewith, organize a separate firm 
to engage in the contemplated real es- 
tate venture and minimize the possibility 
of paying unincorporated business tax 
on the separated income. Thus, con- 
sider a manufacturing firm which owns 
If the 
firm dissolves or distributes the realty 
to the principals, who then operate or 
sell the property separate and apart 
from the manufacturing business. the 
real estate income or profit will prob- 
ably not be subject to unincorporated 


and operates some real estate. 


business tax. 

Spin Off a “One-Shot” Single 
Transaction or Venture 
Is the partnership contemplating a 


singular or isolated transaction or a 
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speculation or some other limited type 
of activity, for profit? For example, a 
firm may be engaged exclusively in the 
developing and subdivision of lot sites 
and the sale thereof. Assume the prin- 
cipals are considering a purchase and 
resale intact, in a speculative transac- 
tion, of a separate parcel of property 
unrelated to their other lot sites. The 
firm runs the risk of having the profits 
from the resale of the parcel subjected 
to unincorporated business tax as an 
ordinary business transaction. However, 
if a joint venture is separately organ- 
ized to acquire, resell and account for 
this limited transaction, no tax would 
seem to be due on resulting profits. 
This flows from the proposition that to 
constitute an unincorporated business, 
there must be a series of transactions 
requiring continued energy, time, or 
thought carried on with regularity and 
continuity as distinguished from a sin- 
gular, short-lived, isolated or incidental 
transaction. 


Create Additional Exemption 
Deductions 


In the unincorporated tax field, a 
real advantage accrues to principals 
who, contemplating another business 
venture, will make the wife or wives 
the principal or principals of the second 
business entity. For example, if co- 
partners conduct more than one busi- 
ness the exemption is $5,000 for both 
businesses combined. However, if the 
husbands owned one business and the 
wives (with or without the husbands) 
owned the other as co-partners, two sep- 
arate and distinct legal entities have 
been created and two separate $5,000 
exemptions are permitted. The propor- 
tionate interests of the principals in 
each partnership vary and thus each is 
construed as an’ independent, unrelated 
firm. There is no rule of constructive 
ownership for New York State purposes 
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which would impute to one taxpayer the 
interest owned in the name of another, 
even though related, taxpayer. 
Attaining a Professional Status 

Some professional and personal serv- 
ice activities are not subject to unin- 
corporated business tax. Article 6 of 
the Regulations of the Tax Commission 
defines “profession” as any occupation 
or vocation in which a professed knowl- 
edge of some department of science or 
learning is used by its natural applica- 
tion to the affairs of others either by 
advising, guiding or teaching them and 
in serving their interests or welfare in 
the practice of an art founded on it. 
The law itself (Sec. 386, Tax Law of 
New York: Ch. 60, c.1) excludes pro- 
fessions in which more than eighty per 
cent of the gross income is derived 
from the personal services of individu- 
als or partners (or their personally su- 
pervised assistants) in the practice of 
their profession and in which capital is 
not an income-producing factor. Accord- 
ingly. the law and regulations have spe- 
cifically excluded the following pursuits 
as professions not subject to the unin- 
corporated business tax: 

Accounting Law* 

Certified shorthand Medicine* 

reporting Optometry 

Architecture* 
Chiropody 
Dental Hygiene 
Dentistry * 


Osteopathy 
Pharmacy 
Physiotherapy 
Veterinary Medicine 
Engineering & Surgery 

Teaching 

(* Always exempt regardless of percentage 
of gross income or capital.) 

Furthermore, professional recognition 
has been afforded the following pro- 
fessionals who litigated the question 
through the Court of Appeals: 

Industrial designer! 

Landscape architect 

Some musical conductors® 

The court, reversing lower courts and 


the Tax Commission determination, 
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deemed these to be fields which had 
matured into professions by virtue of 
public acceptance. Also noteworthy is 
a 1957 ruling where the Tax Commis. 
sion reversed its previous decisions in 
granting an exemption status to a plan- 
ning consultant who was a graduate 
architect and civil engineer. 

Furthermore, where an individual or 
partnership practicing one of the pro- 
fessions listed above carries on a busi- 
ness in connection with it, such as a 
pharmacist who operates a drug. store 
or an optometrist who sells optical 
goods, the entire net income of the 
profession and the business may be sub- 
ject to tax. The reason is that the ex- 
empled professions aforenoted (other 
than law. medicine, dentistry, and archi- 
tecture) are only exempt if eighty per 
cent of gross income is from personal 
services rendered and capital is not a 
material income-producing factor. which 
it would be in a retail store operation. 
However. if the charges for purely pro- 
fessional services can be identified and 
separated from receipts from the. sale 
of merchandise. the net — identified 
professional fees (after offset for the 
prorated expenses) are not subject to 
the unincorporated business tax and are 
excluded in computing taxable net. in- 
come from the business. 

Criteria for establishing professional 
excludability include the presence of the 
following factors: present availability of 
college degree and requirement thereof 
for recognition; a state-imposed licens- 
ing requirement: advanced knowledge 
gained through prolonged specialization 
or instruction: non-susceptibility to cor- 
porate form; and general public recog: 
nition of professional status. 

Accordingly, taxpayers pursuing the 
following fields of economic endeavor 
were unsuccessful in securing unto them- 
selves the label of “professional” for 
unincorporated business tax purposes, 
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Minimizing the Unincorporated Business Tax 


since one or all of the aforenoted factors 
were deemed to be missing: 
Advertising counsel* 
Appraiser and valuation expert® 
Business engineer or industrial consultant® 
Chiropractor? 
Commercial artist® 
Corporation finance consultant? 
Customhouse broke:!? 
Economist! 
Educational plant consultant! 
Engineers manufacturing products to cus- 
tomers special design! 
Food and restaurant engineer! 
Furniture designer!® 
LC.C. practitioner16 
Insurance broker17 
Investment consultant!8 
Life insurance agent!9 
Management consultant? 
Marine adjuster? 
Marketing consultant?" 
Sales promoter=3 
Teachers operating day school or nursery?4 
Textile technologist?® 
Textile brokers and consultant?6 


Incorporating to Avoid the Unincor- 
porated Business Tax Impact 
Consideration should be given to min- 

imizing the taxes measured on_ net 
income by incorporating a successful 
business. For example. the XYZ Com- 
pany earns $100,000 before deducting 
compensation for principals. As a part- 
nership, an unincorporated business tax 
of $3100 will be paid. If the firm 
incorporated and paid the principals 
$10,000 each in reasonable salaries, the 
franchise tax would only be $2,102 re- 
sulting in a saving of almost 33% per 
cent or $1,000 in this instance. 

Many non-professional personal serv- 
ice businesses, such as free-lance art- 
ists and insurance or real estate offices, 
are not customarily incorporated. How- 
ever, the difference between franchise 
and unincorporated tax rates may wat- 
rant the corporate form of doing busi- 
ness. For example, if net earnings of 
$15,000 a year are paid as a salary, a 
corporation would pay a $25 minimum 
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franchise tax, whereas the proprietor- 
ship pays a $280 annual unincorporated 
tax. 

Furthermore, firms having investment 
income from stocks or bonds in out 
of state firms may benefit by incorpo- 
rating. Unincorporated business tax is 
payable on all net income from either 
business operations or investment in- 
come. No allocation is permitted, ab- 
sent a place of doing business without 
the state. Note, however, that corpora- 
tions pay a tax on entire net income, 
which is divided into investment and 
business income. Subsidiary dividend 
income may be entirely exempt and 
other investment dividend income is one- 
half excludable. Also, as little as fifteen 
per cent of the remaining investment 
income may be allocated as taxable New 
York receipts if the securities are issued 
by out of state firms. 

Not every incorporation will accom- 
plish a tax saving, however. For exam- 
ple. if the firm has substantial income 
from federal obligations and securities, 
such interest is not subject to unincor- 
porated business tax but is subject to 
the franchise tax. Here, unincorporated 
business tax is considered akin to an 
income tax which the state may not 
impose on income from federal securi- 
lies. However, the franchise tax is con- 
sidered to be an excise tax on the right 
to do business, measured by corporate 
net income which includes interest on 
federal obligations. 
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Personal Qualities of the Auditor 


The accountant must have proper personal qualifications. He must be 
of a strong character and possess, in some considerable degree, tact and 
patience. He must exercise constant vigilance in order to understand -every- 
thing going on in the body being audited and in similar bodies, and thus 
avoid being easily deceived or misled... . 

The accountant must be free and independent, both morally and eco- 
nomically, in relation to the body audited. In every case of dispute on 
important principles between him and his clients he must have the courage 
to point out in his report those matters that are not in order, and yield to 
nobody even though this may mean the loss of a client. 

He must insist on the fulfilment of his instructions in reference to the 
audit and should not yield to the threats of directors or any client. He 
should not be tempted to sign balance sheets on the strength of promises 
that the defects will be taken care of after signature. 

An accountant must not undertake an assignment which he cannot 
execute. For the welfare and benefit of the client and the profession it 


were preferable that he leave such work to more competent colleagues. 


ABRAHAM FEeLLMAN, “Development of the Profession 
of Accounting.” Rogen Hacnesupon [Israel], December 1957 
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DeWitt Carl Eggleston 


By Hexry Lieberman. CPA 


DeWitt Carl Eggleston, engineer. ac- 
countant and educator. was born in 
Chagrin Falls, Ohio, on May 5, 1880. 
Son of DeWitt Clinton and Mary FE. 
Eggleston, he was descended on_ his 
mother’s side from Alexander Hamilton. 

After graduation from high school in 
Greenwich. Connecticut. he attended 
Brown University from which he re- 
ceived an M.E. degree in 1905, and was 
licensed in New York State as a me- 
chanical engineer. He received a CPA 
certificate from Connecticut in 1908. 
one from New York in 1923. and one 
from Virginia in 1913: he also received 
an LL.B. degree from LaSalle Exten- 
sion University in 1925. 

He married Sara Burroughs McLaugh- 
lin on October 28. 1909, and they had 
one child, Dorothy. who later became 
Mrs. Chandler Withington of Riverside. 
Connecticut. 

In 1914 he joined the staff of The 
City College of New York. on a_part- 
time basis. to teach accounting subjects 
and taught there until his retirement in 
1945. at which time he held the rank of 
Assistant Professor. 

He became a member of the New 
York State Society of Certified Public 





Henry LirBermMan. CPA, is a lecturer 
in accountancy at the Baruch School of 
Business and Public Administration. 


The City College of New York. 


This article was prepared by the author 
as part of the continuing program of 
history studies undertaken by our 
Society's Committee on History, Leo L. 
Tauritz. Chairman. 


1959 


Accountants in 1923, serving as director 
(1934-1936). as a member of its Com- 
mittee on Amendments to By-Laws 
(1930-1933), and as chairman of that 
Committee (1933-1935). He served on 
its Publications Committee  (1937- 
1939). Professional Conduct Committee 
(1917-1919), Textile Accounting Com- 
mittee, as chairman (1924-1935), Com- 
mittee on Accountants’ Office Procedure 
(1931-1939). and as chairman (1935- 
1936). Committee on Stock Brokerage 
Accounting (1934-1937), and Commit- 
tee on Local Taxation (1937-1939). 

With his training and experience, 
and with a self-discipline which enabled 
him to schedule his writing time care- 
fully. Professor Eggleston was the 
author of the accounting textbooks, 
“Municipal Accounting,”! “Problems in 
Cost Accounting.”2 and “Business 
Costs." this last in collaboration with 
Irederick B. Robinson. In the preface 
to “Business Costs.” Professor Robin- 
son wrote as follows: 

Educated as an engineer, Professor Eggle- 
ston was able to understand the mechanical 
process of production, and as a certified pub- 
lie accountant he was competent to analyze 
the financial books of any concern. Thoroughly 
prepared in these two essential branches of 
knowledge, he spent a number of years as an 
expert of the United States Tariff Commission, 
examining the production plants and books of 
a vreat many concerns in various lines of 
industry in order to report on the details of 
costs that might affect tariff legislation. This 


1. Published by The Ronald Press Company 
in 1914, 

2. Published by D. 
in 1918. 

3. Published by D. Appleton and Company 
in 1921. 


\ppleton and Company 
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experience was subsequently amplified by ex- 
tensive work as a cost consultant in private 
practice. 

Professor Egeleston also prepared a 
volume entitled “Cost Accounting” 
which was part of a five-volume series 
“Business Accounting.”* Several years 
later his ‘Auditing 
published. In the preface to “Auditing 
Procedure.” the author noted that the 
position held by him as chairman of 
the Committee on Office 
Procedure afforded him an opportunity 
for exchanging ideas and information 
which he further developed in the text- 
hook. 

In 1930 he published two volumes 
entitled “Modern Accounting Theory 
and Practice.”° Volume | dealt with 
general theory and Volume II with the 
accounting of corporations. estates and 


Procedure’ was 


Accountants’ 


foreign exchange organizations. “Wall 
Street 
the same year and “Department Store 
in the year following. His 


Procedure” was published in 


Accounting > 
experience in auditing the records of 
large retail stores qualified him as an 
expert in this field. 

He also had a distinguished career 
in public accounting. He was a partner 
of Klein. Hinds & Finke 


1936. From October 15. 


in the firm 


from 1919 to 


1936 to April 14, 1943, he was on the 
staff of Haskins & Sells. On April 15, 
1913, he became a member of the firm 
of Wilfred Wyler & Co., with which firm 
he was associated until his death on 
September 6, 1950. 

In his later years Professor Egeleston 
adopted art as an avocation, and some 
of his work hangs in the homes of 
friends. 

He died in the New Haven Hospital 
at the age of 70 from the effects of a 
stroke suffered on the train while travel- 
ing from his summer home to his New 
York office. 

According to Dr. Stanley B. Tunick. 
Chairman of the Accountancy Depart- 
ment of the Baruch School of Business 
and Public Administration, a depart- 
mental resolution prepared at the time 
of his death reads in part, “DeWitt Carl 
Egeleston will be long remembered with 
affection by his colleagues and students 
as a learned, enthusiastic, sincere, kindly 
friend and mentor.” 


|. Published by The Ronald Press Company. 

5. Published by John Wiley & Sons, Inc, in 
1926. : 

6. Published by John Wiley & Sons, Inc. 

7. Published by Greenberg, Publisher, Inc. 


1930. 
Published by Greenberg, Publisher, Ine. 
1931. 


Internal Auditing 


Internal auditing is an independent activity within an organization to 


ascertain for management whether its policies and procedures are adequate 


and properly adhered to; to provide management with systematic and objec- 


tive appraisals of internal control and operating procedures and practices: 


and to verify the accuracy and reliability of the financial records and 


reports, 


The primary objective of internal auditing is to assist management in 


achieving an effective, efficient, and economical administration of the oper- 


ations of the company. This objective requires that the internal auditor 


carry on activities which will assure protection of the company’s interest 


and aid in the improvement of the various phases of operations, 
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R. G. Buixt, “Internal Auditing,” THe 
CPA or Minnesota, December 1958 
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Revenue Rulings of 1958—Corporations, 
fiduciaries and Partnerships 


By SamugL A. DyckMAN, CPA 


Procedures 

For the period prior to the receipt of 
the foreign tax refund, no interest is 
charged on an additional assessment for 
an earlier year based upon a later re- 
fund by the foreign government of 
foreign tax claimed as a credit in such 
earlier year. However, interest will be 
charged to the extent that interest was 
paid by the foreign country on such re- 
fund for such period. (58-244). 

Where repayment of excessive profits 
on government contracts are made with- 
out a tax credit and before payment of 
the tax liability on the return for the 
year to which the excessive profits re- 
late, the interest allowable on any over- 
payment of tax resulting from its later 
payment, is computed from the date or 
dates of such overpayment. (58-312). 

Interest and penalties may be assessed 
against an employer who fails to deduct 
and withhold tax from the wages of an 
employee. even though such employee 





SAMUEL A. DyckMaNn, CPA, is a mem- 
ber of our Society's Committee on New 
York State Taxation. Mr. Dyckman is 
an editor of the JOURNAL OF TAXATION 
and is associated with the firm of Apfel 
& Englander, Certified Public Account- 
ants. He is also a lecturer on Taxation 
at the Baruch School of Business and 
Public Administration, The City College 
of New York. 
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subsequently files an income tax return 
and satisfies his income tax liability. 
The interest and penalties apply until 
the following April 15 or any prior date 
on which the employee pays his tax. 
(58-577). A taxpayer’s direction on 
application of partial payment will gen- 
erally be followed. In the absence of 
any direction, the payment will be ap- 
plied to tax, penalty, and interest, in 
that order, for the earliest year. (58- 
239). The penalty for underpayment of 
estimated tax is inapplicable if the prior 
year reflects no taxable income. (58- 
309). Where reasonable cause is estab- 
lished for late filing of a return, the 
taxpayer's privilege to pay the tax in 
installments is not reinstated when such 
privilege has been forfeited by late pay- 
ment of the first installment. (58-523). 

An operator of property who is re- 
quired to file returns for many jointly 
owned organizations, and many of these 
organizations have the same member- 
ships. may file one form 1099 for each 
individual with a list attached showing 
thereon all organizations in which the 
individual is a member. (58-132). Tax- 
exempt cooperatives need not file forms 
1099 for an individual who has been 
paid regular dividends and patronage 
refunds, where each item, computed in- 


Ed. Note: An article by Samuel A. Dyck- 
man, dealing with revenue rulings of 1958 
affecting individuals, appeared in the Feb- 
ruary 1959 issue. 
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dependently. totals under $100. even 
though in the aggregate they exceed such 
amount. (58-335). Estate and gift tax 
returns prepared by a firm in behalf of 
a taxpayer may be signed in the appro- 
priate space either with the firm name 
or, if the firm name is stamped thereon. 
with the signature of an authorized per- 
(58-390). 


For purposes of making the election 


son. 


to be taxed as a “small business corpo- 
ration.” the calendar month in’ which 
the election must be made in the case 
of a new corporation whose taxable year 
begins during a month, means the pe- 
riod beginning on such first day of the 
taxable year and ending on the corre- 
sponding day of the succeeding month, 
or, in case there is no corresponding 
day. the last day of the succeeding 
month. (58-516). 
Statute of Limitations 

Sections 1311-1315 permit a refund 
adjustment in a closed year for an item 
erroneously deducted by an accrual basis 
taxpayer in a later year of payment. 
even though allowance of the deduction 
in the closed year results in a pyramid- 
ing of such deductions (i.e.. one on the 
cash method attributable to the preced- 
accrual 


and one on the 


The amount to be refunded 


ing year. 
method). 
is not to be diminished by any credit 
or set-off based upon any item other 
than the one which is the subject. of 
Inventories 


the adjustment. (58-21). 


constitute “items of gross income.” so 
that the Sections 1511-1315 are applica- 
58-327). 


Where accrued expenses which should 


ble to inventory adjustments. 


properly have been taken into account 
in 1951 were erroneously deducted in 
1952. and taxpayer filed an amended 
1952 return in 1956 excluding the de- 
ductions. and paid the additional tax 
due, acceptance of the amended return 
by the Commissioner is held to consti- 
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tule a determination permitting an ad. 
justment for the expenses on the 195] 
return even though 1951 is a closed 
vear. (58-12). 


Partnerships 


The fact that a husband and_ wife 
partnership is invalid under state law 
does not necessarily prevent recognition 
of the partnership for tax purposes. (58- 
215). Investment and operating asso- 
ciations which may under Section 76] 
(a) elect to be excluded from the appli- 
of certain sections of the Code 
to partners and partnerships, 
be excluded from 


calions 
relating 
may not, however, 
the application of Section 7014(d) which 
limits the allowance of a partner’s dis- 
tributive share of a partnership loss to 
the extent of his basis in the partner- 


ship. (58-165). 


Fiduciaries 

An execulor of an estate of a widow 
making returns on the cash basis, and 
electing to treat the increment on U. S. 
savings bonds as income. in the taxable 
year. may exercise the election as to all 
prior interest with respect to all bonds 
owned by the estate and not finally 
matured. Such election is available as 
to honds which had been purchased by 
the decedent's husband (who prede- 
ceased her) from his funds naming the 
decedent as co-owner, and with respect 
to bonds purchased by the decedent with 
her own funds and registered either in 
her in her name and 
her hushand’s as co-owners. (58-435). 
Should he pursuant to the will then 
transfer the bonds to himself as trustee 
of a trust, he may as trustee reporting 
on the cash basis. elect anew to report 
the interest on the bonds as income in 
the year the bonds are redeemed or 
mature. (58-135). A request by an 
executor for a change in election so as 


name alone. or 
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to allow a deduction of certain admini- 
stration 
estate’s taxable income is not precluded 
by his having claimed the deduction on 


expenses in computing an 


the estate tax return so long as_ the 
estate tax deduction is not “finally al- 
lowed.” The deduction is “finally al- 
lowed” only after the statute of limi- 
tations has expired, or an assessment 
resulting from the disallowance is other- 
wise prohibited. (58-484). An executor 
or administrator may deduct real estate 
taxes paid by the estate on real prop- 
erty not subject to administration to 
the extent that such taxes were a charge 
against the real estate at the date of 
decedent's death, if under local law he 
is required to make such payments. If 
he is not required to pay such taxes 
but does so, then if the payment is in 
behalf of a beneficiary it would be de- 
ductible as a direct payment to the 
(58-69). A cash basis 
srantor-beneficiary of a revocable trust 


beneficiary. 


may not deduct trustee’s commissions 
paid in advance, but must allocate the 
payment over the period for which the 
trustee’s services are rendered. (58-53). 

A 7l-year-old grantor of a ten-year- 
plus trust is not considered the owner 
of a portion of the trust for income tax 
purposes merely because a reversionary 
interest in such portion passes to h’'s 
estate in the event of his death prior 
to the expiration of ten years, provid- 
ing that his estate cannot possess or 
enjoy the property until after the ex 
piration of the ten years. However. 
should the grantor add property to the 
trust within the ten-year period, he will 
be held taxable on the income from the 
additions, inasmuch as such portion of 
the corpus may reasonably be expected 
to revert to his estate prior to the ex- 
piration of ten years from the date of 
such addition. (58-567). Although in- 
come from a ten-year-plus trust is tax- 
able to the beneficiaries, where capital 
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gains of the trust are required to be 
added to corpus, the grantor must in- 
clude such gains in his taxable income 
in the year they are realized by the 
trust. (58-242). The term “brother and 
sister” as used in Section 672(c) defin- 
ing parties related to the grantor of a 
trust, in cases where the grantor or 
other parties are treated as the sub- 
stantial owners, includes a brother and 
sister by the half blood. (58-19). 

Ownership of stock by an estate is 
attributed proportionately to its bene- 
ficiaries. For purposes of determining 
the tax treatment in any specific redemp- 
tion of stock, a beneficiary’s interest in 
the estate’s stock is to be measured by 
his proportionate share of the estate’s 
remaining assets at the date of the re- 
demption. (58-111). 

Income received by a beneficiary from 
a trust engaged in farming may not be 
included by the beneficiary in the de- 
termination of his “gross income from 
farming” for the purpose of computing 
the maximum allowable deduction for 
water conservation expenses. 
However, in the year of termination of 
the trust, he may claim a deduction for 
any such expenses not used by the 
trust. (58-191). 


soil or 


Exempt Organizations 


A nonprofit organization which stages 
an annual merchandise show as its sole 
activity, primarily for promoting the 
interests of its members, is not entitled 
to tax exemption as a business league. 
(58-221). Neither is an association tax- 
exempt which owns the controlling in- 
terest in a corporation holding the basic 
patents on a particular product, and 
which is engaged in furthering the busi- 
ness interests of its dealer-members in 
the particular product. (58-294). An 
organization formed to receive funds 
irrevocably dedicated to the perpetual 
care of a nonprofit cemetery as a whole, 
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may qualify for exemption. (58-190). 
But a war veterans’ organization which 
derives a major portion of its income 
from the operation of a bathhouse and 
bathing beach is denied exemption as a 
social welfare organization. (58-517). 
Should a tax-exempt social club, which 
is unable to continue its exempt activi- 
ties, sell its property upon liquidation 
at a profit, it will not thereby be de- 
prived of its exemption. (58-501). 


A university book store and cafeteria 
operated primarily for the convenience 
of its student body and faculty is an 
integral part of the university, and is 
exempt as an educational organization. 
(58-194). However, a numismatic so- 
ciety for collecting and preserving coins 
and medals and related activities cannot 
qualify as such. (58-433). A trust for 
employees’ supplemental unemployment 
benefits can qualify as a voluntary em- 
ployees’ beneficiary association. (58- 
142). The Service takes the position 
that the operation by a labor union of 
an established system for the payment 
of sick, death, accident, and other bene- 
fits, which members are entitled to re- 
ceive as a matter of right in considera- 
tion of the payment of assessments, may 
cause a withdrawal of its exempt status 
since the operation has no customary 
relation to the purposes of a labor union 
within the contemplation of the section 
granting such exemption. (58-143). A 
corporation organized for the exclusive 
purpose of holding title to property, col- 
lecting income therefrom, and turning 
over the entire amount thereof less ex- 
penses to a tax-exempt organization, is 
itself tax-exempt. However, a corpora- 
tion will not qualify for such exemption 
where it is incorporated with broad pow- 
ers and business purposes far beyond 
the scope of those necessary to a hold- 
ing company. (58-566). Among _ the 
tests to be met in determining whether 
a social club can qualify for exemption, 
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the Service lists the following: it should 
not advertise its facilities for non- 
member patronage, nor should it engage 
in any type of business activity for 
profit which is designed to increase or 
result in an increase in net earnings 
inuring to the benefit of any shareholder 
or individual. However, exemption will 
not be denied because of incidental, 
trivial, or non-recurring activities, such 
as sales of property no longer adapted 
to club purposes. (58-589). An organi- 
zation formed by several individuals to 
operate a recreational club, whose pre- 
dominant purpose is to sell services for 
profit to an unlimited number of indi- 
viduals termed “associate members.” 
having no voting rights but only the 
right to use the club facilities, does not 
qualify as a tax-exempt social club. 


eo 00 
(58-588). 


Unrelated Business Income 


Income derived from the operation 
of a farm by employees of a charitable 
trust is taxable as unrelated business 
income. However, the proceeds from a 
lease of a portion of the farm to a 
tenant, where the trust is neither a joint 
venturer nor a partner, constitute rent 
and, as such, are not taxable as un- 
related (58-482). 
Championship tournaments are not an 
unrelated business activity to an organi- 
zation formed for the purpose of pro- 
moting and conserving the best interests 
and true spirit of a game. (58-502). 
But income from a lease by a charitable 
foundation, which lease qualifies as a 
business lease. will not be considered 
substantially related to the charitable or 
educational purposes of the lessor solely 
because the lessee is likewise an exempt 
organization, (58-517). A marketing 
arrangement between feed dealers and 


business income. 


poultry growers will not adversely affect 
the exempt status of a farmers C0- 
operative association, where both the 
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dealers and growers qualify as producers 
and patrons of the cooperative. (58- 
183). Contributions received by a chari- 
table foundation constitute contributed 
or donated capital, and may be disre- 
carded in determining whether tax ex- 
emption should be denied because 
amounts accumulated out of income are 


unreasonable. (58-535). 


Collapsible Corporations 

Section 337, permitting a corporate 
sale of property without recognition of 
gain if made within 12 months of liqui- 
dation, cannot be availed of by a col- 
lapsible corporation. The gain on such 
sales would constitute taxable income to 
the corporation. Since the corporation 
would have realized all of the taxable 
income from its property, it would not 
then be collapsible. and. accordingly. 
the gain if any to the stockholders upon 
liquidation would not constitute ordi- 
nary income but rather capital gain. 
(98-211). 


Cooperative Housing Corporations 

The sale of space in a cooperative 
apartment building to a bank or real 
estate partnership will not prevent the 
cooperative from qualifying as a “co- 
operative housing corporation.” In de- 
termining whether the corporation has 
derived 80 percent of its gross income 
from “tenant stockholders.” the income 
derived from stockholders who are not 
individuals cannot be included as_in- 
come from tenant-stockholders.  (58- 


421). 


Regulated Investment Companies 


A regulated investment company 
which fails to distribute at least 90 per- 
cent of its investment company taxable 
income, will be treated as an ordinary 
corporation for such taxable year, and 
will be subject to the rules of an ordi- 
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nary corporation in determining ils 
earnings and profits for dividend pur- 
poses. (58-160). 


Loss Corporations 


A net operating loss carryover of an 
inactive corporation is not available as 
a net operating loss deduction for the 
taxable year in which the percentage of 
stock ownership changes to the extent 
provided in Section 382, even though 
the corporation is reactivated in the ori- 
ginal line of business. The reactivation 
does not put the corporation in a trade 
‘substantially the same as 
that conducted before the change in per- 


or business 
centage ownership of such stock.” (58- 
9). The principle enunciated by the Su- 
preme Court in Libson Shops, Inc., that 
a surviving corporation in a merger 
may not carryover and deduct pre- 
merger net operating losses of one busi- 
ness against post-merger income of an- 
other, operated and taxed separately 
before the merger. will not be relied 
upon by the Service as to a merger de- 
scribed in 1954 Code Section 381 (a). 
(58-603). 


Personal Holding Companies 


An incorporated nonprofit founda- 
tion, prohibited by state law from issu- 
ing capital stock, issued membership 
certificates to its three directors who 
had no beneficial interest in the prop- 
erty of the foundation. The organiza- 
tion, although not tax-exempt, does not 
meet the stock ownership requirements 
of a personal holding company, and 
therefore cannot be taxed as such. (58- 
5996). Salaries paid by a finance com- 
pany to employees who have no present 
stock interest in the corporation but 
who hold options to purchase common 
stock, are allowable deductions from 
gross income in determining whether 
the corporation is exempt from the per- 
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sonal holding company surtax. (58- 
309). But that 


charged by a finance company which is 


portion of interest 
usurious. although includible in gross 


income as _ interest. not be taken 


into account in determining whether 80 


may 


percent of the company’s gross income 
is derived from the finance business so 
as to except it from classification as a 
personal holding company. (58-357). 


Consolidated Returns 


Enactment of the Technical Amend- 
ments Act of 1958 will permit affiliated 
corporations a new election to file sepa- 
rate returns in lieu of consolidated re- 
turns for the first’ taxable 
which returns are due after September 
2. 1958. (58-471). A consolidated net 
operating loss carryover attributable to 


year for 


a subsidiary which, during the taxable 


year, ceases to be a member of the 
group and files a separate income tax 
return, may be carried over to the con- 
solidated return for such taxable year, 
and any loss not so absorbed is avail- 
able to the former subsidiary as a carry- 
over for its short taxable 
period. (58-329). For purposes of the 


consolidated Western Hemisphere trade 


separate 


corporation deduction, those members 
of an affiliated group of corporations 
which operate in the Western Hemi- 
sphere outside the U.S., and have gross 
interest. 


from. dividends. 


and capital gains, are not to be included 


income only 


in determining the consolidated taxable 
income attributable to members of the 
group which are Western Hemisphere 
trade corporations. (58-56). The addi- 
tional tax of 2 percent in the case of 
affiliated corporations filing a consoli- 
dated return is imposed as a surtax 
upon the entire consolidated taxable in- 
come, and is in addition to the surtax 
otherwise imposed on corporations with 
respect to taxable income in excess of 
$25.000. (58-246). 
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Reorganizations 

The merger of a 79-percent-owned 
subsidiary into the parent, after a trans- 
fer of all of its assets to a new corpora- 
tion in exchange for all of the latter’s 
stock, constitutes a nontaxable reorgani- 
zation. (58-93). A corporation desiring 
to reincorporate in another state and 
operate directly the assets of its wholly 
owned subsidiaries, adopted a reorgani- 
zation plan whereby it organized a new 
corporation under the laws of the de- 
sired state. and then merged with the 
subsidiaries into the new corporation 
as survivor. The merger of the former 
parent and its subsidiaries into the new 
corporation is held to effect a mere 
change in place. so that the former 
parent is not required to file a separate 
return for any part of the year prior to 
the reorganization. (58-422). Conver- 


sion of an association of insurance 
writers taxable as a corporation into a 
new stock insurance company is  tax- 


free. (58-218). The elimination of 
hond interest’ liability 
recapitalization, which originally gave 
rise lo a tax benefit, gives rise to tax- 
excluded 


pursuant to a 


able income but may ‘be 
should the corporation elect to make a 
proper adjustment to the basis of its 


assets. (58-546). 


Divisive Reorganizations 

A distribution by a corporation to its 
shareholders in 1957 of an amount 
equal to the proceeds from a sale in 
1952 of one of its businesses, does not 
qualify as a partial liquidation under 
Section 346, because of the lapse of 
time and the use of the sale proceeds 
in the corporate business prior to distri- 
bution. (58-565). A transfer by a cor- 
poration engaged in the textile business 
of rental property which it had operated 
for ten years, to a new corporation, 
followed by a distribution of the new 
corporation’s stock to a minority stock- 
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holder in exchange for a portion of her 
stock, qualifies as a nontaxable split-off 
under the provisions of Sections 361 
and 355. (58-164). But incorporation 
and spin-off of separate distribution 
centers of a single business is not tax- 
free, because the operations at the three 
locations are not considered separate 
businesses but part of one integrated 
enterprise. (58-54). A parent corpora- 
tion made a large contribution (through 
debt cancellation) to the capital of its 
subsidiary resulting in a more than 100- 
percent increase in its net worth. It 
then distributed the stock of the sub- 
sidiary to its sole stockholder without 
any surrender of stock by him. Although 
no income resulted to the subsidiary 
from the capital contribution, the spin- 
off of the subsidiary’s stock is held to 
constitute the payment of a taxable 
dividend. More than half of the sub- 
sidiary’s net assets at the time of the 
distribution were not owned by it in 
connection with the active conduct of 
its trade or business for a_ five-year 
period. (58-68). 


Liquidations and Redemptions 


»« 


For purposes of Section 337, adop- 
tion of the liquidation plan of an unin- 
corporated club by the board of direc- 
tors, rather than the club members, is 
sufficient to start the 12-month period 
for complete liquidation. (58-391). 
Stock or securities distributed in 1956 
in a Section 333 liquidation are con- 
sidered “stock or securities acquired by 
the corporation after December 31. 
1953” (so that gain is recognized to 
the stockholders to the extent such stock 
or securities exceed the corporate earn- 
ings and profits) where they had been 
acquired by the corporation upon its 
organization in 1955 from its sole stock- 
holder, who had owned them prior to 
1954 and had transferred them to the 
corporation in a nontaxable exchange, 
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with his basis and pre-1954 holding 
period going over to the corporation. 
(58-92). 

Corporation D had one class of stock 
of which 10 percent was owned by cor- 
poration C and 90 percent by unrelated 
individuals. C owned all the stock of 
corporation B, and D owned all the stock 
of E corporation. In connection with 
its complete liquidation, D sold out all 
of the E stock to B at a price equal to 
the fair market value of the stock. The 
acquisition of the E stock by B is held 
to constitute a purchase under Section 
334(b) (3), so that the basis in B’s 
hands of the assets received upon liqui- 
dation of E is the same as the cost of 
E stock. (58-79). 

The Service will no longer attempt to 
treat the purchase by a corporation of 
one shareholder’s stock as a dividend to 
the remaining shareholders, merely be- 
cause their percentage interests in the 
corporation are increased. (58-614). 


Pension Plan Distributions 

as Capital Gain 

The Service has clarified its position 
as to when an employee is deemed to 
have “separated from the service of his 
employer,” in the case of certain liqui- 
dations and reorganizations, so as to 
make available to him capital gain treat- 
ment for lump-sum distribution received 
from a_ qualified employees’ trust. 
“Separation from the service” is held 
to occur in the following cases: 

(a) Where under a reorganization all 
the assets and liabilities of the employer 
are transferred to a corporation which 
then transfers such assets and liabilities 
to a wholly owned subsidiary of the lat- 
ter, and the employees of the prede- 
cessor become employees of the subsidi- 
ary. (58-94). 

(b) Where all the employer’s stock is 
acquired for cash by another corpora- 
tion, and the employer is then liquidated 
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in a transaction amounting in substance 
to a purchase of assets for cash, and 
shortly thereafter the employees are 
taken over by the acquiring corpora- 
tion. (58-95). 

(c) Where all the assets of a corpo- 
ration are sold with resultant recogni- 
tion of gain or loss to a new corpora- 
tion, and the employees incident to the 
sale of assets go over to the new corpo- 
ration. (58-96). 

(d) Where incident to a plan of com- 
plete liquidation, the assets used in car- 
rying on the business of one of two divi- 
sions of a corporation are sold to an- 
other corporation and the employees go 
over to the purchaser. (58-97). 

(e) Where a corporation is liquidated 
and a successor partnership is formed 
by the former stockholder-employees to 
continue the business. (58-98). 

({) Where a corporation takes over 
the assets, business, and employees of 
an unrelated corporation pursuant to a 
tax-free exchange of stock for stock, fol- 
lowed by a statutory merger, and termi- 
nal distributions are made by the ac- 
quired corporation to its employees from 
a qualified trust. (58-383). 

However, where the employees of a 
subsidiary are participants in a quali- 
fied plan established by the parent, and 
the subsidiary is then separated from 
the control of the parent and continues 
as a separate entity, subsidiary em- 
ployee-beneficiaries of the former par- 
ent’s pension plan paid off in a lump- 
sum are not considered as having been 
“separated from the service,” and cannot 
report such payment as long-term capital 
gain. (58-99). 

Payments of the lump-sum distribu- 
tion to a trust which is designated as 
the employees’ beneficiary also quali 
fies for capital gain treatment. (58- 
423). Payments to a nonresicent alien 
employee residing in Canada, on ac- 
count of his death or other separation 
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from service, are exempt from tax under 
the treaty provisions exempting capital 
gains and not under the provisions re- 
lating to pension and life annuities, 
(58-247). A similar distribution paid 
to a nonresident alien individual resid- 
ing in Australia would not be exempt, 
since the treaty with that country con- 
tains no provision for the exemption of 
capital gains. (58-248). 


Pension Plans 


The estate of a sole proprietor may 
not claim a carryover of the decedent’s 
contributions to a qualified employees 
trust made for the purpose of funding 
past service credits which had not been 
deducted by the decedent prior to his 
death. (58-193). A parent corporation 
may deduct contributions to a qualified 
employees’ retirement plan to fund bene- 
fits with respect to services previously 
rendered by its employees to a wholly 
owned subsidiary. If a subsidiary is 
liquidated, the parent corporation as 
complete successor to the subsidiary’s 
assets, liabilities, and employees, may 
deduct for contributions to fund bene- 
fits for the transferred employees with 
respect to their prior services to either 
the parent or the subsidiary. (58-165). 
If a domestic parent corporation with 
wholly owned subsidiaries in a contigu- 
ous country elects to treat the subsidi- 
aries as domestic corporations and mem- 
bers of an affiliated group, it may make 
deductible contributions on behalf of the 
others’ employees to the profit-sharing 
trust of the affiliated group. (58-392). 
An employees’ trust of a subsidiary may 
invest in debentures of the parent sub- 
ject to the usual provisions with respect 
to default of either principal or inter- 
est. (58-526). Where pursuant to a 
reorganization, a corporation’s qualified 
employees’ pension plan is combined 
with the qualified plan of the successor 
corporation, the deductibility of contri- 
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butions made by the predecessor corpo- 
ration to its plan prior to the reorgani- 
zation is unaffected. Also, the transfer 
of funds from the predecessor’s plan to 
the successor’s plan, will not result in 
taxable income to such successor corpo- 
ration. (58-406). 

The relinquishment by an employee 
of all his vested rights to the amount 
of his employer’s contributions to a non- 
exempt employees’ trust before such 
amounts are unqualifiedly made avail- 
able to him, does not result in an actual 
or constructive distribution to create 
any tax liability to the employee or to 
the trust. (58-307). A participant in 
an employees’ profit-sharing plan which 
provides for a suspension of participa- 
tion upon each withdrawal, is held to be 
in constructive receipt of the total 
amount he could withdraw from the 
trust under the plan, where he actually 
withdraws only a_ portion of such 
amount, notwithstanding that the balance 
may be later withdrawn only by in- 
curring another suspension penalty. (58- 
230). The Service has set forth guides 
concerning the non-retroactive applica- 
tion of the rule governing the granting 
of early retirement benefits with the 
employer's consent. (58-604). 

A resident alien receiving a joint and 
survivors annuity from a foreign corpo- 
ration under its employees’ pension 
plan for services rendered in a foreign 
country, may include the employer’s con- 
tributions as his investment in the annu- 
ity contract. Where the alien was mar- 
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ried in the Philippines (a community 
property country) to a U. S. citizen, 
and a portion of the annuity is attribu- 
table to services rendered by him in 
such islands during his marriage, his 
spouse must include in her income her 
community property interest in the 
annuity payments. And since she is a 
U. S. citizen, the amounts are includible 
in her income whether or not she con- 
tinues to reside in the U. S. (58-236). 
In determining the consideration for an 
annuity contract contributed by the em- 
ployer for purposes of the special rule 
for employee contributions recoverable 
in three years (permitting exclusion of 
receipts until cost is recovered), the full 
consideration paid or deemed to have 
been paid, up to and including the date 
on which an amount is first received, 
is to be taken into account, whether or 
not such date is before January 1, 1954. 
(58-497). Employee death benefit pay- 
ments which are to be received by the 
beneficiary in installments over a period 
of years pursuant to a noncontributory 
plan of the employer, are taxed as annu- 
ity payments under Section 72. The 
amount not in excess of $5,000, which 
is excludable from gross income, is 
treated as consideration paid in by the 
employee. If the payments receivable 
during the first three years exceed such 
consideration, the entire amount of each 
installment is excluded until the bene- 
ficiary receives the total excludable con- 
sideration, after which all amounts are 


fully taxable. (58-153 
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Capital Expenditures and Depreciation 
for Nonprofit Institutions 


By Ernest W. BaLpassare, CPA 


This article attempts to point the way toward a clear definition of 
principle with respect to one of the areas in which accounting 
practices of nonprofit organizations differ from those followed by 
business enterprises organized for profit. 


The question of how a nonprofit in- 
stitution should account for its physical 
plant and whether depreciation thereon 
should be provided is one on which 
there appears to be relatively little 
agreement. 

Authoritative literature on the subject 
of accounting for nonprofit institutions 
is not yet sufficiently broad in scope to 
permit a clear definition of accounting 
principles for all types of nonprofit in- 
stitutions. As stated in Accounting Re- 
search Bulletin No. 43, the accounting 
research bulletins issued by the Com- 
mittee on Accounting Procedure of the 
American Institute of Certified Public 
Accountants “are directed primarily to 
business enterprises organized — for 
profit.” Statement on Auditing Pro- 
cedure No. 28 recognizes that “in many 
cases generally accepted accounting 
principles applicable to nonprofit  or- 
ganizations have not been as clearly de- 
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fined as have those applicable to busi- 
ness enterprises organized for profit.” 


Generally accepted accounting prin- 
ciples have been clearly defined, in my 
opinion, for two major groups of non- 
profit institutions — educational insti- 
tutions and hospitals. The American 
Council on Education has issued a two- 
volume publication, “College and Uni- 
versity Business Administration,” com- 
piled by the National Committee on the 
Preparation of a Manual on College and 
University Business Administration (re- 
ferred to hereinafter as university ac- 
counting authorities), and the Amer- 
ican Hospital Association has published 
a “Handbook on Accounting, Statistics 
and Business Office Procedures for Hos- 
pitals.” issued by its Committee on Ac- 
counting and Statistics Council on Ad- 
ministrative Practice (referred to here- 
inafter as hospital accounting authori- 
lies). Pronouncements made in such 
publications have sufficient authority. 
and are supported by sufficiently wide- 
spread practice to have become recog- 
nized as generally accepted accounting 
principles for the organizations to which 
they are directed. 
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Relatively little, however. has been 
written concerning other types of non- 
profit institutions. Perhaps a study of 
the two publications referred to above. 
together with the pronouncements of 
the AICPA, can form the basis for the 
evolvement of generally accepted prin- 
ciples which are sufficiently broad to be 
applicable to accounting for other types 
of nonprofit institutions. This article is 
directed primarily to the problem of ac- 
counting for capital expenditures and 
depreciation. but the — conclusions 
reached as to this problem may be 
similarly applicable to other areas 
where accounting practices of nonprofit 
institutions differ from those followed 
by business enterprises organized for 
profit. This article is not directed to 
the accounting for property held as in- 
vestments of endowment funds, since 
there is general agreement that in or- 
der to maintain the principal of the 
funds. such assets should be recorded 
at cost or appraised value at date of 
gift, and that depreciation (or amortiza- 
tion) should be provided from invest- 


ment income, 


Capital Assets and Related Funds 

\s to the recording of capital assets 
and the funds provided therefor. the 
two publications referred to above are 
substantially in agreement. They both 
conclude that assets invested or to be 
invested in institutional plant. liabili- 
ties relating thereto. and the total of 
funds provided for institutional plant 
should be recorded in a separate bal- 
anced fund group. and so reported in 
financial statements. Similar treatment 
appears equally appropriate for all 
other types of nonprofit institutions. 

All funds received for institutional 
plant should be recorded in the prin- 
cipal of plant funds account. If the 
funds represent gifts or grants from out- 
side sources specifically restricted for 
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plant use. they are properly recorded 
directly in the plant funds section, with- 
out any entry in the general or current 
funds section of the records. If funds 
are provided by appropriations from 
general (i.e., unrestricted) funds, the 
appropriation to plant funds should be 
recorded as a charge in the general 
funds section (with credit to cash or 
other general funds asset or liability ac- 
count). and a corresponding entry in 
the plant funds section similar to the 
recording of funds received from out- 
side sources should also be made, i.e., 
a credit to principal. The charge in the 
general funds section may be directly to 
the general funds surplus account or to 
income, depending on materiality and 
other pertinent factors. 

When expenditures are made from 
plant funds. it is suggested that assets 
acquired be recorded as such at cost. 
and that the expenditures not be 
charged directly to the fund principal 
account until the asset is sold. destroyed, 


or rendered useless by age. 


Depreciation—Hospitals and Universities 


As to the question of depreciation, 
the two groups referred to above have 
arrived at different conclusions — so 
different that on a first reading they 
seem diametrically opposed to each 
other. with the university group stating 
that depreciation of educational plant 
need not be provided. and the hospital 
group stating that depreciation should 
he recognized as an element of hospital 
expense. A close study of the conclu- 
sions reached by the two groups and 
the reasons therefor may indicate that 
the two are reconcilable, and may point 
the way toward establishing a principle 
which can be applied to all types of 
nonprofit’ institutions, but which —al- 
lows for variations depending on the 


circumstances. 


207 








The New York Certified Public Accountant 


The educational institutions’ publica- 
tion states the following with respect to 
depreciation: 

Educational institutions will find little or 
no benefit from the annual computation of, 
and accounting for, depreciation on their 
educational property. (Volume I, page 151.) 

As to auxiliary enterprises (residence 
halls, bookstores. etc.), however, it 
recommends that depreciation should be 
provided “in order that the total costs 
of operating these activities may be 
known, and as an aid in determining 
rates of fees and other charges.” 

When depreciation is taken, the pub- 
lication states. “it should be funded; 
i.e, cash should be set aside in replace- 
ment, or depreciation funds.” 

The publication also states that de- 
preciation on educational plant may be 
calculated (although not recorded as 
part of the regular accounting — pro- 
cedure) for the following purposes: 

1. Determination of insurance values 
of property and equipment. 

2. Determination of the true costs of 
instruction. 

3. Determination of the minimum 
amount that should be appropriated each 
year for replacement. 

The hospital publication, on the other 
hand, states the following: 

Depreciation of hospital buildings and 
equipment should be recognized as an ele- 
ment of hospital expense. The depreciation 
in value of buildings and equipment repre- 
sents a real cost of hospital service, even 
though such assets may have been contributed 
originally to the hospital and even though no 
cash or other funds are set aside to replace 
such assets. (Page 106.) 

Why are the conclusions reached by 
the two groups so different? And since 
the conclusions are different. is one of 
them incorrect? Perhaps the answer 
can be found by considering the reasons 
for providing depreciation in business 
enterprises organized for profit. 
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Providing Depreciation in Enterprises 

Organized for Profit 

One of the basic concepts of account- 
ing for commercial or industrial or- 
ganizations is the matching of all ap- 
plicable costs, including depreciation, 
against the related revenue of each fis- 
cal period. In commerce and industry, 
expenditures are incurred to produce 
income, and equitable allocation to the 
proper fiscal period of such expendi- 
tures and income is important in order 
to measure the relative success of the 
enterprise. Determination of net income 
for a period is of paramount impor- 
lance. 

Depreciation represents the allocation 
of the cost of existing assets over the es- 
timated useful lives of the units in a 
systematic and rational manner. De- 
preciation, as such, is not necessarily 
a provision for replacement, inasmuch 
as it is based on historical cost rather 
than on current or future replacement 
values. Further. the concept of depre- 
ciation in enterprises organized for pro- 
fit does not usually contemplate the set- 
ting aside of specific assets equivalent 
to the provision for depreciation. 


In recognizing the responsibility of 
husiness management to provide for 
replacement of plant facilities at costs 
which may be much greater than those 
of the facilities now in use, an Insti- 
tute pronouncement contained in Aec- 
counting Research Bulletin No. 43 states 
that the Committee on Accounting Pro- 
cedure believes that it is entirely proper 
for management to make annual reten- 
tions out of earnings in contemplation 
of replacement of such facilities at 
higher price levels. The Bulletin empha- 
sizes that amounts deemed to represent 
excessive costs of fixed assets, and 
annual appropriations in contemplation 
of replacement of productive facilities 


at higher price levels, should be 


March 








Capital Expenditures and Depreciation for Nonprofit Institutions 


excluded from the determination of net 
income under all circumstances. 


Applicability to Nonprofit 

Institutions 

The purpose of a nonprofit institution 
is not to produce a profit. but to pro- 
vide a service on as extensive a level 
as its resources will permit. Determina- 
tion of net income, therefore. may be a 
much less significant factor than in en- 
terprises organized for profit. The in- 
come statement of a nonprofit organiza- 
tion is a report of what use the insti- 
tution has made of the revenues pro- 
vided. The matching of costs against 
related revenue, a basic feature of ac- 
counting for enterprises organized for 
profit, may not be important to many 
nonprofit institutions. In fact, in many 
institutions, the only relationship be- 
tween expenditures incurred and _ reve- 
nue produced is a budgetary one. The 
scheduling of out-of-pocket expendi- 
tures within the limits of available re- 
sources may therefore be more impor- 
lant than the matching of all costs ap- 
plicable to a fiscal period against the 
related revenues of such period. 


In enterprises organized for profit, if 
depreciation were not provided, the en- 
tire cost of an asset would necessarily 
he charged against the net worth ac- 
counts of the organization in one fiscal 
period. In nonprofit institutions, funds 
for institutional property are often pro- 
vided from sources other than general 
funds. such as building fund drives. ete.. 
and the fund principal account repre- 
sents an accountability for the funds so 
provided. Such accountability may be 
eflectively controlled by recording the 
assets acquired at cost. without periodic 
adjustment for depreciation. When the 
assets represented by the funds are dis- 
posed of, the accountability has been 
satisfied and the carrying value of the 
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retired is properly charged 
against the fund principal account. 


assets 


Opinion of Hospital 
Accounting Authorities 


Hospital accounting authorities have 
considered the problem of depreciation 
and concluded that for their group, the 
concept of matching costs against reve- 
nue is particularly important, and that 
depreciation. therefore, should be recog- 
nized as an element of hospital expense 
even if the applicable assets were pro- 
vided from sources other than general 
funds. such as contributions, etc. They 
have further stated that provision for 
depreciation should be made whether or 
not cash or other assets are set aside 
in replacement funds. 

A hospital renders services for which 
it charges fees. Accurate determination 
of the cost of rendering service is con- 
sidered important for purposes of evalu- 
ating its established rates for particular 
services in relation to the cost of render- 
ing those services, and is particularly 
important where the hospital is entitled 
to reimbursement of cost from various 
agencies. such as Blue Cross plans, com- 
pensation insurance carriers, and vari- 
ous governmental agencies. 


Opinion of University 

Accounting Authorities 

University accounting authorities, on 
the other hand, have taken the position 
that the importance of matching educa- 
tional costs against related income is 
not sufficiently important to warrant 
formal recognition of depreciation of 
educational plant in the books of ac- 
count. They hold that the fundamental 
purposes in determining and account- 
ing for depreciation in enterprises or- 
ganized for profit are closely related to 
problems such as accounting for pro- 
fits. taxation of business, and account- 
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ing for earnings which are available 
for dividends, and are therefore not 
applicable to educational and similar 
While they concede that 
depreciation on educational plant may 


institutions. 


be calculated and recorded in subsidiary 
or supplementary records for purposes 
of determining the true costs of in- 
struction, etc.. they hold that if de 
preciation is provided. the sole pur- 
pose served is to provide for replace- 
ment of existing assets. and that cash 
or other assets must therefore be set 
aside in replacement funds. 


authorities 
point out that funds for their educa- 


University accounting 
tional programs are provided not only 
from tuition income, but significant 
sums may also be provided from gifts. 
endowment income. public appropria- 
tions, ete. sources which bear no di- 
rect relationship to expenditures in- 
curred for educational purposes. They 
believe that since tuition rates usually 
do not purport to cover the entire costs 
of education. the matching of such costs 
against related revenue is not neces- 
sarily important. They also state that 
when general funds were not charged 
for the cost of existing educational prop- 
erty. allocation of such costs over the 
estimated useful lives of the facilities 
in a vystematic and rational manner 
serves little. if any. purpose. 


Auxiliary enterprises. however. whose 
activities are supplementary to the edu- 
cational program of the institution, par- 
take to some extent of the character of 
business or commercial enterprises. and 
are usually expected to be self-support- 
ing. As to auxiliary enterprises, uni- 
authorities have 
therefore concluded that “all items of 


versity accounting 
expense, including depreciation, should 
be considered in determining whether 
or not they are paying their own way, 
and in setting the rates to be charged 
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for the services rendered and the prod. 
ucts sold through their activities.” (Vol- 
ume I, page 147.) 


Comparison of Opinions of Hospital 
and University Accounting Authorities 
A close analysis of the conclusions 

reached by the two groups may indi- 

cate that the two are not as contradic- 
tory as they may appear. 

Both groups recognize that an im- 
portant purpose may be served in de- 
termining the true cost of rendering 
service, and that in order to determine 
such cost, all elements of cost. includ- 
ing depreciation, should be recognized. 
The hospital accounting group  con- 
cludes that formal recognition of de- 
preciation in the accounting records 
hest accomplishes this purpose; the uni- 
versity group, however, states that com- 
putation of depreciation should be made 
on memorandum records only unless the 
provision is “funded.” 

Both groups conclude that if the fin- 
ancial program of the institution is 
such that it is expected that funds for 
replacement of existing facilities are to 
be provided from general funds, cash or 
other assets may be specifically ear- 
marked and set aside in replacement 
funds for such purpose. 

The major difference in the conclu- 
sions reached by the two groups is in 
the area where the setting aside of as- 
sets to provide for replacement is not 
made. The university accounting group 
states that if assets are not set aside, de- 
preciation should not be recorded as an 
operating expense. The hospital ac- 
counting group holds that depreciation 
should be so recorded in any case. 

One of the reasons for the difference 
in points of view probably stems from 
one of the basic concepts of fund ac- 
counting—that of balanced fund groups, 
in which general funds and plant funds 
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are considered separate entities. If de- 
preciation is provided and charged to 
operations (general funds), with a cre- 
dit to reserve for depreciation (plant 
funds). another entry is needed to main- 
tain the balance of the two entities. If 
assets are being set aside, a transfer 
of cash or other assets from current 
funds to plant funds effects the balance. 
If assets are not being set aside. the 
plant funds principal account must be 
reduced and general funds surplus (or 
appropriated surplus) increased. Stated 
another way. where assets are not set 
aside, the effect of these entries is to 
charge operat’ons and credit surplus in 
the current funds section. and to charge 
plant funds principal and credit the 
valuation reserve in the plant funds sec- 
tion. University accounting authori- 
ties conclude that such entries have little 
meaning and therefore prefer that de- 
preciation. if not “funded.” be com- 
puted on memorandum records only. 
Hospital accounting authorities con- 
sider that it is more important that the 
operating statement reflect depreciation. 
even though the depreciation provision 
may be offset by a credit to the current 
funds surplus account. 


University accounting authorities hold 
that one of the primary principles of in- 
stitutional accounting is the coordina- 
tion of the budget accounts with finan- 
cial reports. When depreciation is not 
“funded.” financial reports are not in 
harmony with the budget. and_ they 
state that this dissimilarity results in 
confusion and annoyance, and _ that 
neither the budget nor the accounting 
system is able to serve its purpose fully. 


Hospital accounting authorities. how- 
ever, attach greater importance to the 
inclusion of all elements of cost in the 
operating statements even if such in- 
clusion results in a difference between 
operating statements and the budget. 
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There are various reasons for their 
position. including the desirability of 
comparison with other hospitals and the 
importance of giving formal recognition 
in the records to all costs for which 
they are to be reimbursed. 


The Formulation of Criteria 

From the foregoing discussion of 
pronouncements of hospital and uni- 
versity accounting authorities. the fol- 
lowing conclusions (representing the 
personal opinions of the author) are 
submitted as possible criteria applic- 
able to all nonprofit institutions. 

While all nonprofit institutions may 
have many problems in common, the 
varying nature of their functions is 
such that uniformity of accounting is 
not only impossible to achieve but may 
not even be desirable. The matching of 
costs against related revenue, a basic 
feature of accounting for business en- 
terprises organized for profit, may or 
may not be important in a nonprofit in- 
stitution, depending on the nature of the 
organization. It may be significant for 
a hospital or a children’s camp. but of 
little importance for a university or a 
welfare agency. 

In determining whether a specific in- 
stitution should include a charge for de- 
preciation of its institutional property 
in its operating statements. the institu- 
tion should consider two aspects of the 
problem—first, depreciation accounting 
as an allocation of the historical cost 
of existing assets over the estimated use- 
ful lives of the assets in a systematic 
and rational manner: and second, de- 
preciation accounting for the purpose 
of providing for replacement of existing 
facilities. 

As to depreciation accounting as an 
allocation of historical cost. a criterion 
for determining whether it is appropri- 
ate for a nonprofit institution to pro- 
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vide for depreciation of fixed assets not be provided. Further, to the ex. 
may be the relationship which expen- tent that the purpose of recording de. 
ditures incurred bear to revenue pro-  preciation is to provide for replacement h 
duced. Where costs are an important of existing assets, the provision should 
(although not necessarily decisive) fac- be “funded,” i.e., assets should be spe- 
tor in determining rates to be charged cifically set aside for such purpose and Gi 
for services rendered, it appears ap- transferred from the current funds see- 
propriate to provide for depreciation tion of the records to the plant funds 
and to record it as a charge to opera- section. Ch 
tions. Where there is little or no re- If replacement of existing assets is 
lationship between expenditures in- expected to be made from general funds 
curred and the production of income at price levels which are considerably rei 
and where costs are not an important higher than historical cost, it is felt that Sti 
factor in determining rates to be the Institute pronouncement referred to = 
charged, little purpose is served in pro- previously in this article, relating to the 
viding for depreciation, unless it is con- the acceptability of retentions out of at 
sidered necessary for purposes of re- earnings in contemplation of replace: fu 
placement. as stated in the next para- ment of facilities at higher price levels, ye 
graph. is as appropriate for nonprofit insti- " 
As to depreciation accounting for the tutions as it is for enterprises organized esl 
purpose of providing for replacement for profit. In other words, such portion pe 
of existing assets. it appears that if it f ae eee ie Co 
3 ; of the provision for replacements which ra 
is expected that funds for replacement ‘ : j tet 
of existing facilities are to be provided reflects an increase in the price level to 
by the institution. depreciation (based should not be charged to income, but | 
on cost of existing assets) may be directly to the general funds surplus sul 
charged as an operating expense even if account. The reserve so created should he 
the test outlined in the preceding para- preferably be funded and carried in the col 
graph indicates that depreciation need — plant funds section. ip 
tak 
fac 
ee Inc 
as 
Accounting and Economics est 
The social economist often relies on the definition of income in terms fe 
of satisfaction. This constitutes income in the most fundamental sense, but 
it represents a concept which is difficult, if not impossible, to measure. On po 
the other hand, an individual may exercise a choice in various wants to be = 
satisfied, or he may choose between alternative methods of satisfying the hol 
same wants. These buyers’ choices are determining factors in setting cal 
market prices and, as registered in the market, they create an accounting 
transaction. No accounting procedure comparable with that used by com- - 
panies which produce and sell has been developed for use in a national PH 
economy. An explanation of this deficiency lies in the fact that the prob- me 
lems of a national economy have not been subjected to so detailed a survey Ne 
as have those of the individual company. 
ma 
Mary E. Moureny, “Accounting, A Social Force in Ar 
the Community,” MeLsourNne University Press, 1956 Pu 
212 March 198 








on 
ch 
ye. 

ut 
us 
ld 
he 


rch 





New York State Tax Forum 


Guest Editor—PHILMORE H. FRIEDMAN 


Change in Classification of a Real 

Estate Corporation 

A corporation which qualifies as a 
real estate corporation for New York 
State franchise tax reporting purposes 
continues in that classification even 
though it sells its real estate for cash 
at a substantial profit and keeps the 
funds uninvested for the balance of the 
year. However, should it fail to engage 
in activities that qualify it as a real 
estate corporation for a_ substantial 
period of time, the New York State Tax 
Commission will as a matter of admin- 
istrative policy change its classification 
to a business corporation. 

Noteworthy also is the fact that a 
subsidiary corporation will be reclassi- 
fed from a real estate to a business 
corporation if it makes loans to its 
parent company. The Tax Commission 
takes this position notwithstanding the 
fact that no specific provision in the 
Income Tax Act authorizes the change 
as there is, for example. where a real 
estate corporation invests more than 10 
percent of its gross assets in securities. 
In practice the State Tax Commission's 
policy has been not to make any change 
in classification if the loan to the stock- 
holder is repaid before the end of the 
calendar year. 





PuitmorE H. Friepman, CPA, is a 
member of our Society's Committee on 
New York State Taxation. Mr. Fried- 
man is associated with the firm of 
Arthur Young & Company, Certified 
Public Accountants. 
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Planning Required When a Non- 
Resident Member of a Non- 
Resident Partnership Becomes 
a Resident of the State 


A member of a non-resident partner- 
ship who is presently a non-resident of 
New York but who is contemplating 
becoming a resident of the State would 
be well advised to give some thought to 
the timing of the start of his New York 
residence. The tax result to an indi- 
vidual in the following situation illus- 
trates the need for careful planning. 

Assume a New Jersey resident, a 
calendar-year taxpayer, is a member of 
a calendar-year partnership which does 
no business in New York. Assume fur- 
ther that the individual becomes a resi- 
dent of New York on December 1, 1959. 
On these facts the partner would be re- 
quired to report on his resident return, 
which covers only a one-month period, 
his distributive share of the partnership 
income for the entire year. This is so 
notwithstanding the fact that the bulk 
of the income, in all likelihood, was 
earned while he was a_ non-resident. 
Delaying the start of his New York 
residence for one month would result 
in a full year’s partnership income per- 
manently escaping New York State in- 
come tax. Similarly, a resident of New 
York moving out of the state can in a 
comparable situation properly avoid 
liability for New York State income tax 
on the partnership income for the en- 


Ep. Note: For an interim period, until a 
permanent departmental editor has been 
selected, this department will be conducted 
by guest contributors. 
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tire year by becoming a non-resident view we might turn to the unincorpo- 


before the end of the taxable year. 
This result stems from the fact that 
a partner's distributable share of part- 
nership income is not includible in in- 
come until the end of the partnership’s 
taxable year. Even though the income 
of an individual who moves into or out 
of the state is placed on an accrual 
method and he is required to file two 
tax returns covering the period of resi- 
dence and non-residence, the entity rule 
governs so far as reporting income from 
a partnership is concerned. 
the fact that the partner was receiving 


Moreeser. 


a guaranteed salary would not change 
the result. 


Sale of Improved Realty—Capital 
Gain or Ordinary Income 


Where an individual sells improved 
realty which previously had been rented 
unfurnished, a question is presented 
whether the sale is properly reportable 
as a capital transaction taxable as capi- 
tal gain or loss. Section 350. Regula- 
tions Article 485-a specifically excludes 
land or depreciable property used in a 
trade or business from the definition of 
a capital asset. Accordingly. the answer 
to the problem posed depends upon 
whether the mere renting of unfur- 
nished realty is sufficient to constitute 
the carrying on of a trade or business 
under the New York State tax rules. 

Under federal law this would present 
no problem since Section 1231 of the 
Internal Revenue Code generally would 
operate to give the taxpayer a capital 
gain on profit from the sale provided 
the property were held for more than 
six months. Unfortunately. there is no 
equivalent to Section 1231 of the IRC 
under the state law. 

Apparently the 
official 


state has made no 


pronouncement in rulings or 
elsewhere as to its position on this ques- 
indication of the state’s 


tion. For an 
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rated business tax regulations. There. 


and answer form, it is 


pointed out that the mere holding, leas- 


in question 


ing, or managing (including operation) 
of real property does not constitute an 
business. This holds 
true even though the taxpayer owns 
many large apartment houses. devotes 
his entire time to the management there- 
of. and supplies janitor, elevator, and 
other incidental services. However, the 
state takes the position that the leasing 
of personal property in connection with 
the leasing of real property (e.¢., furn- 
ished apartments) would constitute 
the operation of a trade or business 
subject to the unincorporated business 
Similarly, for fran- 
chise tax purposes, the state retains a 
distinction between real estate and busi- 
ness corporations and taxes the former 
at a lower rate. 


unincorporated 


tax. corporate 


It appears quite certain that New 
York State will accord capital gain or 
loss treatment to the sale of unfurnished 
realty (not otherwise used in a trade 
or business) despite the fact that the 
owner may devote his full time to the 
operation thereof and regardless of the 
amount of rental property owned. In 
this connection it is interesting to ob- 
serve that for federal income tax pur- 
poses the Treasury Department and the 
tax court take the position that the mere 
renting of improved property, per se. 
constitutes the carrying on of a trade 
or business whether or not the taxpayer 
is engaged in any other trade or busi- 
ness. However. in a recent decision 
(Bauer vy. U.S., Fed. 2d, 12/3/58). 
the court of claims took a_ different 
approach in holding that whether a 
taxpayer's renting of property is his 
trade or business is a question of fact 
and depends upon whether his activities 
in connection with the property. per 
sonally or through agents, are sufh- 


March 





IT Po- 
‘here. 
it is 
leas- 
tion) 
te an 
holds 
owns 
‘votes 
there- 
and 
r, the 
asing 
with 
furn- 
titute 
siness 
siness 
fran- 
ins a 
busi- 
yrmer 


New 
in or 
ished 
trade 
t the 
o the 
f the 
1, In 
i) ob- 
pur- 
d the 
mere 
or Se. 
trade 
payer 
busi- 
sision 
/58). 
ferent 
er a 
s his 
| fact 
vities 
per- 


suffi- 


March 





New York State Tax Forum 


ciently extensive to be classified as his 
trade or business. 


Deduction for Personal Services in 
Computing U.B.T. Tax 


In computing the unincorporated 
business tax, a reasonable deduction is 
allowed for personal services actually 
rendered by a proprietor or member of 
a partnership limited to 20 percent of 
net income or $5,000 per individual or 
partner, whichever is less. Where the 
enterprise as been in existence for an 
entire taxable year. the rule presents 
no problem. However. are businesses 
which have begun or terminated during 
the year required to prorate the deduc- 
tion? The answer to the question is not 
provided in the New York State Tax 
Law nor in the regulations. As an an- 
alogy we might look to the statute which 
permits an unincorporated business an 
exemption of $5,000. In this case. the 
statute specifically requires a proration 
of the exemption where the business 
was carried on for less than an entire 
taxable year. 

Is the silence meant as a boon or as 
a burden? It is the writer’s opinion 
that no proration is required even where 
the enterprise files a return for less than 
an entire taxable year. The State Tax 
Commission authority. 
however, to determine in any case 


reserves the 


whether the proprietor’s or partners’ 
salaries are reasonable. 


Corporate First-Period Problems 

Where a corporation, by way of 
illustration, received its charter from 
New York State on May 1, 1956, did 
not commence business in New York 
State until September 1, 1956, and filed 
its first franchise tax return for the 
period from September 1, 1956 to Au- 
gust 31, 1957, it is liable for the tax 
for the period from May 1, 1956 to 
August 31. 1956. Although inactive, the 
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corporation is taxed for the privilege 
of its franchise whether or not it en- 
gages in business. This is contrasted 
with a real estate corporation which, 
when organized after January 1, is not 
required to file a return until the year 
following that in which it was organ- 
ized. If the corporation in the forego- 
ing assumed facts were a real estate 
corporation, it would appear that its 
first tax period would be the calendar 
year 1957. 


Earned Income of a Minor 
New York State 
minor’s earnings from personal services 


requires that a 


be included in the income tax return 
of a parent under certain circumstances. 
It should be emphasized that, in any 
event, the above requirement is limited 
to a minor’s earned income. 


Where a minor meets the income re- 
quirements for filing a return and is 
required to file, his earned income is 
not includible in the parent’s return. 
To hold otherwise would subject the 
same income to double taxation. If a 
minor has been emancipated by his 
parents, his earnings from personal 
services are his own income, and, re- 
gardless of amount, are not required to 
be included in the return of the parent. 
In absence of proof to the contrary, 
however, a parent will be presumed to 
have the legal right to a minor’s earn- 
ings from personal services and they 
are includible in the parent’s return un- 
less the minor is required to file a re- 
turn of his own. 


Of course. in the latter situation, the 
parent will normally be entitled to a de- 
pendency exemption for the child. If 
he is attending an approved school (in- 
cluding business schools) or college, the 
parent will obtain an $800 exemption 
(rather than $400) whether or not the 
dependent is over 18 years of age. 
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Conducted by Louts H. Rapparort, CPA 


The entire text of the U. S. Securities and Exchange Commission’s 
Accounting Series Release No. 81 is reproduced in two install- 
ments. The first installment was published in the February 1959 
issue. The Release is dated December 11, 1958. 


Independence of Certifying Accountants — Compilation of 
Representative Administrative Rulings in Cases 
Involving the Independence of Accountants 


No Action 


Representative situations in which 
accountants have not been held to be 
not independent with respect to a par- 


ticular client: 


I. Relationships Specified in Rule 


2-01 (b) of Regulation S-X 


A. Financial Interest 

27. A large national accounting firm 
had certified the financial statements 
covering the first eight years of a ten- 
year summary of earnings to be in- 
cluded in a registration statement. An- 
other firm of accountants certified the 
last two years. At the time of their 
last certificate, two years earlier, there 
was no indication that the former firm 
was not in full compliance with the 
independence rule. It was deemed un- 
necessary for the firm to circularize the 
partners to determine whether any had 
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subsequently acquired stock in the reg- 
istrant. 


28. Members of an accounting firm 
acquired shares of stock of a company 
controlled by one of their clients, an 
individual. The accounting firm had 
never done any work for the company. 
Upon being engaged to certify financial 
statements of the company in connection 
with a proposed registration, they im- 
mediately sold their holdings. 


29. An accounting firm was held to 
be not independent because the wife of 
a partner owned stock in the registrant 
which had been acquired out of com- 
munity earnings, and another account- 
ing firm was engaged to audit the years 
in question. The wife disposed of the 
stock, and the firm was told that no 
objection would be raised to their certi- 
fying in subsequent years. 


30. An accounting firm and the in- 
dividual practitioner who preceded it 
had audited the accounts of proposed 
registrant since 1949. At various times 
between 1954 and 1957 a partner and 
an employee on the audit each acquired 
small amounts of issues of debenture 
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bonds and subordinated notes. The 
scurities held by these persons were 
redeemed by the company in August 
1957 prior to certification of financial 
statements to be used in a_ proposed 
registration statement. 


31. The following interpretations of 
the independence rule were given to an 
accounting firm which submitted two 
hypothetical situations: 


(a) Company A proposed to file a 
registration statement and merge with 
or acquire Company X, which has been 
entirely independent of Company A. 
Financial statements of each company 
certified by different accounting firms 
were to be included in the registration 
statement. 

In this situation if partners of the 
firm of accountants for Company X had 
a financial interest in Company A, that 
accounting firm could be considered in- 
dependent for the purpose of certifying 
the statements of Company X to be 
included in a registration statement filed 
by Company A. This conclusion as- 
sumes that Company 
widely held and the partners’ interest 


A ’s sha res are 


is similar to any public investor’s. A 
diferent conclusion would be indicated 
if the partners of the accounting firm 
were in a position to influence the action 
of Company A. 

If Company X were to continue as a 
subsidiary of Company A, the account- 
ing firm would not be considered inde- 
pendent for subsequent audits unless 
the partners of the firm promptly dis- 
their financial interest in 
Company A. 


posed of 


(b) In a situation similar to that 
described above, the accounting firm 
which had certified the statements of 
Company A generally would have no 
knowledge of the investments of its 
partners in non-client corporations such 
as Company X. In some large national 
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accounting firms the determination of 
such holdings can be a time-consuming 
and burdensome task. Under these 
circumstances Item 24 of the require- 
ments of a registration statement under 
the Securities Act of 1933 (disclosure 
of relationships between registrant and 
experts whose opinions are included in 
the registration statement) may be an- 
swered in the negative with a disclaimer 
of knowledge as to whether or not the 
certifying accountants of Company A 
had any interest in Company X. 


B. Director. Officer, Employee 


32. A partner of an accounting firm 
was a director and member of the execu- 
live committee of a company for six 
years. In the year following his resig- 
nation the firm was engaged to certify 
the company’s financial statements, but 
the audit did not cover any of the time 
during which the accountant served as 


a director. 


33. A partner of an accounting firm 
who held shares of a registrant’s stock 
was elected a director. Eight days later 
he was notified of his firm’s appoint- 
ment as accountants for the current 
year. He never attended any meetings 
of the Board of Directors and did not 
participate in the selection of his firm. 
Upon being notified of the appointment 
of his firm as accountants he imme- 
diately resigned his directorship and 
sold his stock. 


34. Company A acquired Company B 
in January 1955. Financial statements 
of Company A for years ended June 30, 
1954 and prior and financial statements 
of Company B for the year ended July 
31, 1952 had been certified by account- 
ing firm X. Financial statements of 
both companies for subsequent years 
were certified by accounting firm Y. 
After completion of the last audits of 
the respective companies by accounting 
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firm X, a partner of that firm became a 
director of each company. The state- 
ments certified by accounting firm X 
were accepted for inclusion in a regis- 
tration statement of Company A because 
the accountants were independent at 
the time of their certification and more 
recent audits were made by accounting 


firm Y. 


35. An accountant had certified the 
financial statements of a _ prospective 
registrant for twelve years prior to its 
consolidation with another company in 
February 1957. After completion of the 
1956 audit his services were terminated. 
At the time of certification he was inde- 
pendent in all respects. In May 1957 
the accountant was elected to the Board 
of Directors and thereafter purchased 
shares of the common stock of the com- 
pany. Late in 1957 the company pro- 
posed filing a registration statement 
which would include certified financial 
statements of the last three years exam- 
ined by the accountant and a_subse- 
quent period to be certified by another 
accountant. 


36. An accounting firm took into its 
partnership an individual who had been 
vice president and comptroller of one of 
their clients. The individual’s resigna- 
tion from the registrant and affiliation 
with the accounting firm would occur 
subsequent to the filing of the regis- 
trant’s annual report on Form 10-K but 
before the designation of auditors for 
the current fiscal year. Although he 
would be a general partner, sharing in 
income from all sources, he would have 
no part in any work done for the client- 
registrant and would not be located in 
the same city as the client’s head office. 


Il. Other Relationships and Condi- 
tions Prompting Inquiries as to Inde- 
pendence 
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37. Registrants A and B each own 
50% of the outstanding stock of Com. 
pany C, but are otherwise not related, 
The accounting firm which audits Regis. 
trant A would not be disqualified be. 
cause of ownership of a small number 
of shares of stock of Registrant B. How. 
ever, the accounting firm which audits 
Company C would not be considered 
independent if any of its partners had 
an interest in either Registrant A or B. 


38. Partners in an accounting firm 
owned stock in a company in which a 
substantial minority interest was owned 
by a client. Both companies were large 
and their securities were listed on a 
national securities exchange. 


39. One of two partners of an ae- 
counting firm formed in February 1955 
and dissolved in February 1956 became 
secretary-treasurer of a company in July 
1955. He retained no interest in the 
partnership. The accounting practice 
was continued by the other partner who 
was engaged to make a first audit of 
the company in June 1956. 


10. An accountant was co-executor of 
an estate which held approximately 15% 
of the outstanding shares of stock of a 
registrant. He had audited registrant's 
accounts for several years prior to the 
latest fiscal year. Another accountant 
had been engaged to certify the finan- 
cial statements of the latest year for 
inclusion in a_ registration statement. 
The estate was being terminated and the 
registrant proposed engaging the ac- 
countant as auditor for subsequent 
years. 


11. A staff member who had pre: 
pared financial statements for a mining 
company in the development stage and 
had participated in the audit was offered 
a position as an officer prior to the 
filing of a registration statement. 
Acceptance of the position by the staff 
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member would not of itself destroy the 
independence of the accounting firm in 
connection with the proposed registra- 
tion statement. 

12. Accountants had installed an ac- 
counting system and prepared tax re- 
turns for a registrant prior to being 
engaged to certify financial statements 
to be included in a registration state- 
ment. 

13. In addition to 
fnancial statements of a registrant, the 
certain  transac- 


certifying the 
accountant reviewed 
tions of prior years, prepared fixed asset 
subsidiary ledgers, prepared the annual 
report to the state of incorporation, 
made recommendations for adjustments. 
and when consulted gave his_profes- 
sional opinion on the accounting treat- 
ment of particular transactions. 

14. Due to the unexpected resignation 
of registrant’s comptroller at the end of 
the year, the accountant was called upon 
to provide assistance in closing the 
books for the year. The work performed 
did not involve making decisions on a 
managerial level. 

15. Following the death of the regis- 
trant’s bookkeeper, an accounting firm 
posted the general ledger from the books 
of original entry and prepared periodic 
financial statements for the last eight 
months of the fiscal year. Registrant's 
bookkeeping staff had full charge of 
accounting journals and subsidiary led- 
gers and recorded all transactions. 
Financial statements certified by the 
accounting firm were accepted, but the 
accountants were advised to discontinue 
the bookkeeping services immediately. 


16. A company operating hotels re- 
quested an accounting firm to assign to 
a hotel one of their senior accountants, 
experienced in hotel auditing, to make 
4 continuous audit of transactions from 





6. Securities Exchange Act of 1934 Release 
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day to day. The individual assigned tu 
this work was not to administer the 
accounting office or to sign checks of 
the company, and he would not be re- 
quired to make any entries in the books 
of account. The hotel had on its staff 
another person with the title of chief 
accountant whose duty it would be to 
administer the accounting office and to 
maintain the books of account. 


Broker-Dealer Reports 


The revision of the broker-dealer re- 
porting requirements effective Novem- 
ber 15, 1957,° requires that all but a 
limited number of these reports be cer- 
tified by independent accountants. Cer- 
tification is required primarily in the 
interest of safeguarding the funds and 
securities of customers and consequently 
a more detailed audit is required than 
that ordinarily made in a regular annual 
audit of a commercial or industrial 
company for preparation of the annual 
report to security holders. 

The following are examples of rep- 
resentative situations in which an_ac- 
countant has been held to be not inde- 
pendent with respect to a broker-dealer 
client: 

17. A partner of the accounting firm 
which certified the financial statements 
of a registered broker-dealer was a part- 
ner in the registrant. 

18. An accountant certified the finan- 
cial statements of a brokerage firm in 
which his father and uncle were officers 
and owners of substantially all the out- 
standing stock. 

19. An accountant certified the finan- 
cial statements of a small brokerage firm 
in which his brother was a partner. 

50. An accounting firm which had 
certified the financial statements of a 


registered broker-dealer for several 


No. 5560. 
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years took the son-in-law of an_ officer 
of the registrant into their partnership. 


51. A partner of the accounting firm 
which had certified the financial state- 
ments of a broker-dealer 
loaned securities to a partner of the 
registrant. The latter was the brother- 
in-law of the accountant. The securities 
were put in the firm’s capital account 
and were used as part of the collateral 


registered 


securing a bank loan. 

52. An accountant certified financial 
statements filed with the Commission by 
securities dealers. While considering an 
offer to serve as salesman for one of the 
securities dealers he inquired as_ to 
whether this would affect his independ- 
ence with respect to dealers other than 
his prospective employer as to whom he 
acknowledged his lack of independence. 
He was advised that accepting such em- 
ployment wouid place him in the posi- 
tion of engaging in a line of endeavor 
incompatible with that of an independ- 
ent public accountant, 


53. An accountant 
financial statements of a 
broker-dealer was a co-signer on the 
broker’s indemnity bond. 


certifying the 
registered 


51. An accounting firm was advised 
that the effecting of cash transactions in 
securities with a broker-dealer client 
ordinarily would not be cause for ques- 
tioning its independence with respect to 
such client. However, if as a result of 
such transactions a partner becomes in- 
debted to the broker-dealer or becomes 
a creditor of the broker-dealer by leav- 
ing funds or securities on deposit, then 
the independent status of the accounting 
firm becomes questionable. 


Appendix 


PRINCIPAL REFERENCES CONCERNING 
THE PRACTICE OF ACCOUNTANTS 
BEFORE THE COMMISSION 
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OPINIONS AND ORDERS OF 
tHE COMMISSION 

Cornucopia Gold Mines, | SEC 364 
(1936) 

American Terminals and 
Company, 1 SEC 701 (1936) 

National Boston Montana Mines Cor- 
poration, 2 SEC 226 (1937) 

Rickard Ramore Gold Mines. Ltd.. 
2 SEC 3717 (1937) 


Transit 


Metropolitan Personal Loan Com. 
pany, 2 SEC 803 (1937) 

Interstate Hosiery Mills, Inc., 4 SEC 
706 (1939) 

A. Hollander & Son, Inc., 8 SEC 586 
(1941) 

Abraham H. Puder and Puder and 
Puder, Securities Exchange Act of 1934 
Release No. 3073 (1941) 

Com- 


Southeastern Industrial Loan 


pany, 10 SEC 617 (1941) 

Kenneth N. Logan, 10 SEC 982 
(1942) (Accounting Series Release No. 
28) 

Associated Gas and 
pany, 11 SEC 975 (1942) 

C. Cecil Bryant, 15 SEC 400 (1944) 
(Accounting Series Release No. 18) 

Red Bank Oil Company, 21 SEC 695 
(1946) 

Drayer-Hanson, Incorporated, 27 SEC 
838 (1948) 

Cristina Copper Mines, Inc., 33 SEC 
307 (1952) 

Coastal Finance Corporation, 37 SEC 
699 (1957) 


Electric Com- 


ACCOUNTING SERIES RELEASES 

No. 2 (1937) Independence of ac- 
countants—Relationship to registrant. 

No. 19 (1940) McKesson & Robbins, 


Inc. 
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No. 22 (1941) Independence of ac- 
countants — Indemnification by regis- 


trant. 


No. 28 (1942) Kenneth N. 
(10 SEC 982) 


Logan 


No. 47 (1944) Independence of cer- 
tifying accountants—Summary of past 
releases of the Commission and a com- 
pilation of hitherto unpublished cases 


or inquiries. 


No. 48 (1944) C. 
SEC 400) 


Cecil Bryant (15 


No. 51 (1945) Disposition of Rule 
Il (e) proceedings against certifying 
accountant. 

No. 59 (1947) Williams and King- 
solver 

No. 64 (1948) Drayer-Hanson, Incor- 
porated (27 SEC 838) 

No. 67 (1949) Barrow, Wade, Guth- 
rie & Co., Henry H. Dalton and Everett 
L. Mangam 

No. 68 (1949) F. G. Masquelette & 
Co., and J. E. Cassel 

No. 73 (1952) Haskins & Sells and 


Andrew Stewart 


No. 77 (1954) Disposition of Rule 
If (e) proceedings against certifying 
accountant. 

No. 78 (1957) Touche, Niven, Bailey 
& Smart, et al. (37 SEC 629) 


CHANGES IN THE INDEPENDENCE RULE 
rticle 14, Rules and Regulations 

Article 14, Rul 1 Regulat 
under the Securities Act of 1933,! Fed- 
eral Trade Commission, July 6, 1933 

Article 41, Rules, Regulations and 
Opinions under the Securities Act of 
1933 as Amended, April 29, 1935 

Rule 650, General Rules and Regula- 
tions under the Securities Act of 1933, 
January 21, 1936 

Rule 2-01, Regulation S-X, Adopted 
February 21, 1940, Accounting Series 
Release No. 12 

Amendments of Rule 2-01 

Accounting Series Release No. 37, 
November 7, 1942 

Accounting Series Release No. 44, 
May 24, 1943 

Accounting Series Release No. 70, 
December 20, 1950 

Accounting Series Release No. 79, 
April 8, 1958 


l. The Securities and Exchange Commission was established under provisions of the 
Securities Exchange Act of 1934 and was authorized to continue in effect until modified all 
rules and regulations issued by the Federal Trade Commission under the Securities Act of 1933. 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 


Conducted by Max Brock, CPA 


Contingent Fees—An Interpretation 


A Massachusetts court recently ruled 
on the question of whether a tax matter 
retainer was a contingent fee. and one 
that should have been reported to the 
Treasury Department. The defendant 
refused to pay the fee on the ground 
that it was an illegal one. not having 
heen reported. (John P. Muldoon v. 
West End Chevrolet Inc.. Mass. Supreme 
Judicial Court. Middlesex County, No. 
12062. 11/12/58.) 

The plaintiff. an attorney. executed a 
retainer whereby the defendant “agreed 
lo pay a retainer fee plus additional 
compensation for the plaintiffs services 
in an amount that would constitute fair. 
adequate, and just compensation for the 
services rendered.” This agreement. the 
Court ruled, did not constitute a con- 
lingent fee which should have been 
reported to the Treasury as required by 
T.D. Circular 230, then effective. The 





Max Brock, CPA (N. Y., Pa.), is a 
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fdministration of Accountant's Prac- 
tice of the New York State Society of 
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lecturer at the Baruch School of Busi- 
ness and Public Administration of The 
City College of New York in the gradu- 
ate course on Accounting Practice. Mr. 
Block is a member of the firm of An- 


chin. Block & Anchin. 
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Court pointed out that, “Here compensa- 
lion was not to be based upon any 
percentage of the tax saving effected. 
nor was the payment to be in any degree 
contingent upon success. It would be 
naive to deny that the fact and degree 
of success are important factors in 
determining the value of legal services 
to a client.” 


Other factors bearing on the value of 
services, enumerated by the Court, were: 
importance, size, difficulty, amount in- 
volved. and benefits obtained. Though 
the plaintiff. here, was an attorney. 
accountants are similarly affected. The 
wording of the retainer. is significant. 
leaving the final determination of the 
fee to be made after the conclusion of 
the matter, yet providing an adequate 
legal basis for a fair evaluation. 


Staff Employment Contracts 


Because of the confidential nature of 
the positions of accounting staffs, the 
use of employment contracts has con- 
siderable significance for those in the 
category of senior and higher ranks. 
Such contracts are presently in use. 
mainly by large firms. but they have 
equal relevancy to smaller firms. 

Employment contracts obviously are 
drawn to suit each employer’s require: 
ments. The common, major provisions 
of such agreements. other than those 
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Administration of a CPA Practice 


related to duties and compensation, 


cover the following subjects: 


1. Full time to be devoted to the 
position and avoidance of competitive 
practice during period of employment. 


9, Conduct. after termination of em- 
ployment, with respect to: 


(a) work for firm’s clients. 
(b) solicitation of firm’s clients. 


(c) offer of employment to = an- 
other employee of firm. 

(d) use of information belonging 
to firm. 

(e) reference to former employ- 


ment with firm. 


Though the need for the above pro- 


visions is sometimes questioned, in 


dealing with men of integrity and 
professional status, employers who use 
contracts feel that the proprieties of 
the employment relationship are thereby 
called to the attention of the employee 
and that those who might tend to violate 
ethical might possibly be 
deterred. 


concepts 


Specimen employ ment contracts ap- 
pear in Chapter 9 (Appendix B) of 
the CPA Handbook and they will be 
very useful to those who may _ be 
interested in their use. 


Control of Timely Submission of Reports 
to Client 


Much has been written and spoken 
about controls for the timely submission 
of tax returns to clients. Not as much 
has been discussed regarding controls 
for timely submission of reports to 
clients, 
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Though the problem is of considerable 
importance for annual reports, there is 
a greater control problem for firms who 
issue many monthly reports, simply on 
the ground of greater proportions. 

A simple. effective control may be 
maintained on cards or in a flexible. 
chronological loose-leaf book form. For 
each client there is established a “latest 
date” for the report to be turned in to 
the office for review and typing. When 
received, an appropriate notation is 
made by such person or 
turned over for 


persons to 
whom reports are 
review. Each day the delinquencies are 
noted for investigation. 

This simple control, or other effective 
equivalent, is essential to insure satis- 
factory service to clients. Continuous 
vigilance of the timely receipt and dis- 
posal of reports is one of the major 
areas of administration and it must not 


be handled on a casual. informal basis. 


Folders for Mailing Tax Returns 

Some firms use 
resembling report covers, for submission 
The extent 


jackets. virtually 
of tax returns to clients. 
of this practice is not known and it is 
only an intuitive reaction to surmise 
that it is not widespread. Nevertheless. 
those who use it must find that the 
expense and extra effort are warranted 
The jackets resemble the report 
covers, as a rule, in color and imprinting 
of the firm name. There is no binding. 
but the returns are usually secured by 
a flap or other arrangement. On the 
jacket may be typed the taxpayer's 
name, the type of return included and 
the year covered. Such a mailing piece 
obviously has class, and some utility. 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss 


Bills to Amend Unemployment 

Insurance Law 

A bill to amend the labor law in rela- 
tion to coverage under the unemploy- 
ment insurance law (Assembly Intro- 
ductory No. 796, Print No. 796) has 
been introduced so as to extend cover- 
age to any employer who employs one 
or more employees on any one day. If 
enacted the new law would go into effect 
after December 31. 1959. The present 
law covers employers of 2 or more em- 
ployees on any day after December 31. 
1956 or if the employer is covered for 
Federal Unemployment Tax purposes 
or became liable for such tax at any 
time after December 31, 1955. Employ- 
ment of persons in personal service or 
as domestics in private homes is con- 
sidered separately and in the proposed 
amendment. just as is the case under 
the present statute. an employer of per- 
sons in domestic service in a private 
home becomes liable only if four or 
more such persons are employed on any 
one day. 

Another bill 
effect 


which would go into 


immediately if enacted would 





SAMUEL S. REss, an associate member 
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in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 

Dr. Ress is a member of the Society's 
Committee on New York State Taxation 
and chairman of its Subcommittee on 
Unemployment Insurance. 
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amend the unemployment insurance law 
in relation to defining taxable wages 
(Assembly Introductory No. 509, Print 
No. 509). The purpose of this measure 
is to raise the taxable wage base on 
which employers are required to pay 
unemployment insurance contributions 
for each employee from the present 
maximum of $3.000 to $4,200 of re- 
muneration paid to such employee in 
any calendar year. Last year. provision 
was made to raise the tax rates. This 
year, this proposal is made to broaden 
the tax base so as to provide for the ad- 
ditional funds required by the unem- 
ployment insurance fund to replenish it 
for the record-breaking total amount of 
benefits paid out during the past year 
in excess of $600 million. 

Even though the amount of the maxi- 
mum benefit payment was raised last 
year from $36 to $45 per week, one new 
measure would raise the maximum to 
$50 per week (Assembly Introductory 
No. 567, Print No. 567). and another 
would raise the maximum benefit to 
$54 (Assembly Introductory No. 601, 
Print No. 607). 


Two Recent Decisions 

There are a number of areas in the 
unemployment insurance law which two 
recent decisions reveal require amend- 
ment so as lo provide the unemploy- 
ment insurance fund with safeguards 
against unwarranted benefit claims which 
are responsible for large drains on the 
fund. This is attributable in part to the 
amendments made last year with regard 
to claimants who received vacation pay 
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om their employers and also claimed 
benefits from the unemployment insur- 
ance fund to supplement their vacation 
pay. 

In Appeal Board Case No. 67,026-58, 
Section 591.3 of the Unemployment In- 
srance Law. as amended effective 
March 26. 1958, was applied so as to 
permit a group of 45 claimants, who 
had collected vacation pay for a week 
in which they were not required to 
work, to receive benefits as well for that 
week. The Appeal Board reasoned that 
een though the employees were en- 
titled to three weeks’ vacation pay under 
the terms of the contract with the union. 
the week in question for which the em- 
ployees collected both vacation pay and 
unemployment insurance was a week in 
which the employees would have been 
laid off without pay if there had been 
no vacation pay available to them. 
Moreover. since the week of layoff was 
attributed to a shutdown by the em- 
ployer for economic reasons, the em- 
ployees should be permitted to collect 
unemployment insurance benefits for that 
week. The proposed amendment of the 
Society's Committee on New York State 
Taxation (reported in the January 1959 
isue of THe New York CERTIFIED 
PusLic ACCOUNTANT, page 64) 
with this type of situation. 

In Appeal Board Case No. 65,763-58. 
decided February 3, 1959, it was ruled 
that an employer was entitled to credit 
against its 


deals 


account for “experience 
rating charges” on account of an em- 
ployee who, in good faith, while un- 
available for employment, had collected 
benefits from the fund and was not re- 


quired to repay these benefits to the 
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State even though they were paid to him 
on the basis of an erroneous determina- 
tion under Section 597.4 of the law. 


Illegal Employment 


Work which consists of the perform- 
ance of illegal acts is not employment 
within the meaning of the Unemploy- 
ment Insurance Law. Employment with- 
in the meaning of the law requires a 
valid contract, which on the one hand 
entails the obligation of rendering serv- 
ices in a master-servant relationship 
and, on the other hand, the obligation 
to pay wages. One of the attributes of 
a valid contract is the enforceability of 
the mutual obligations. However, the 
payment of “wages” for illegal “em- 
ployment” could not be enforced in any 
court. In a decision of the Court of 
Appeals, 283 N. Y. 274, the court re- 
ferred to such illegal contracts as void 
and indicated that “the relationship of 
employer and employee never existed.” 

A differentiation must be made be- 
tween services which involve the per- 
formance of illegal acts, and services 
which do not involve illegal acts al- 
though rendered for a principal who is 
engaged in an illegal enterprise. Serv- 
ices involving the performance of legal 
acts are considered employment for un- 
employment insurance purposes. For 
example, a waiter who waited on tables 
at a restaurant in close proximity to a 
place where the employer operates an 
illegal gambling establishment, would 
be covered by the law as would be a 
checkroom attendant or kitchen helper 
who has nothing to do with the gambling 


activities. 
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Decisions and Rulings — Ricuaro S. 


Commentary 


HELsTEIN, CPA 


— Committee on Federal Taxation 


Chairman, HERBERT M. MANDELL, CPA 


Decisions and Rulings 


Requests for Rulings 


Over the past years, due in part to 
the increasing complexities of the law. 
and due in part to the increase in num- 
ber of transactions requiring rulings in 
order to predetermine their taxable sta- 
tus, the Rulings Branch of the Internal 
Revenue Service has become one of its 
husiest sections. So great has the work 
load become, that the rulings section 
may be forced to curtail its service and 
refuse to rule on any requests which do 
not contain sufficient information to per- 
mit of a ruling without the expenditure 
of unnecessary time by the Service in 
obtaining the requisite data. 

Mr. Arch M. Cantrell, Chief Counsel, 
stated in a speech before the Los Angeles 
section of the American Bar Association 
that too many applications for rulings 
are incomplete. loosely organized and 
undocumented and that the Service is 
geing to lighten up its attitude on. pri- 
vate rulings since it does not have the 
manpower to do work which should have 
been done by applicants. 

\ request for a ruling should be sub- 
mitted in duplicate and set forth: 
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1. Complete facts (including actual 
names and addresses) which must be 
documentarily supported. 

2. If a corporate organization. reor- 
ganization, liquidation or distribution is 
involved, copies of the most recent cor- 
poration statements should be submitted. 

3. A statement of the business rea- 
sons for the transaction. 

1. A complete memorandum of au- 
thority for the ruling requested. 


Work Sheets as Auxiliary Records 


Revenue Ruling 58-306 (IRB 1958-25. 
15. discussed in NYCPA, Sept. 1958, p. 
675). dealing with the maintenance of 
permanent auxiliary records where de: 
preciation per books differs from thal 
deducted on the tax return, has been 
The new ruling holds tha 
‘work 


modified. 
“accountant’s ‘work sheets’ or 
papers’ will be considered as meeting 
the requirement of permanent auxiliary 
records if they are prepared in the nor 
mal course of business; if they are sufh 
ciently complete and accurate to  pro- 
vide a reliable and_ readily accessible 
basis for reconciling the regularly main- 


March 





r actual 
nust he 


n. reor: 
ution is 
ent cor- 
mitted. 


SS Trea- 


of au- 


158-25. 
58, p 
nce of 
re. de. 
n thal 
been 
s that 
‘work 
eeling 
iliary 
> nor 
suff 
pro- 
ssible 


nain 


March 





Federal Income Taxation 


tained books of account and the tax 
returns; if the original of such ‘work 
sheets’ or ‘work papers’ are turned over 
to the taxpayer and associated with his 
regular books of account; and if they 
are retained so long as the contents 
thereof may become material in the ad- 
ministration of any revenue law.” (Rev. 


Rul. 58-601, IRB 1958-51, 11.) 


Payments for Goodwill Can Be a 

Business Expense 

The taxpayer, which was in the busi- 
ness of rendering raw materials collected 
from butcher shops, in order to ensure 
its supply made lump-sum payments io 
various suppliers, among which were 
Food Fair Stores. In consideration for 
the payment, it was agreed that the tax- 
payer had the right for an indeterminate 
period to purchase all the raw materials 
available at the chain stores. Not only 
was the period of the agreement un- 
defined, but the agreement could be ter- 
minated at any time by either party. 
Such arrangements had been in effect 
for many years. 

The Tax Court upheld the Commis- 
sioner in holding that the “rights under 
these contracts” were intangible capital 
assets extending beyond the year of 
payment. and that therefore the pay- 
ments were capital expenditures. 

The Second Circuit disagrees and re- 
verses the Tax Court. Because there 
was no stated duration, no stated meas- 
urement of price. because of the ter- 
mination provisions and because Food 
Fair was not “bound to do or refrain 


from doing anything.” no “rights” ex- 
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isted. The Circuit Court proceeds to 
point out that neither was the expen- 
diture a purchase of “goodwill” since 
no third parties were involved whose 
patronage might be transferred to the 
payor. Thus, this payment was not a 
capital expenditure, and since it was not 
intended as a gift it is a deductible busi- 
ness expense. (The Van Iderstine Co. v. 
Com., CA-2, 11/28/58.) 


How the Mitigation Provisions Can 
Provide Relief in Unclaimed 
Depreciation Cases 
In 1944 the Chamber of Commerce 

had donated a plant to the taxpayer, 

which the taxpayer sold in 1947. The 
taxpayer deducted depreciation on_ its 
books (on this and another plant con- 
tributed in 1942) in computing its cost 
of goods sold, using the transferor’s 
bases. However, no deduction was 

claimed on its returns for the years 1943 

through 1946 because it was then the 

Commissioner’s policy not to allow de- 

preciation on donated property. Upon 

examination of its returns for said years. 
the taxpayer’s assertion of its right to 
deduct depreciation on the plants was 
denied. When the plant was sold in 

1917 a zero basis was used in reporting 

gain, 

After the Supreme Court ruled in 
Brown Shoe Co. Inc. v. Com. (339 U.S. 
583. 1950) that property contributed 
by a community constituted donated 
capital and that the donee’s basis was 
properly the transferor’s basis, the in- 
stant taxpayer filed claims for refund 
for 1917 revising the gain on the fac- 
tory sold. This claim was allowed only 
in part by the Commissioner who ad- 
justed downward the basis of the plant 
by the amount of depreciation allowable 
(but never allowed) for the prior years. 

The Court held that since Regulations 
111, as revised, permitted the deduction 
of depreciation in computing cost of 
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goods sold, and the taxpayer had so 
treated this depreciation on its books, 
there was an overstatement of the tax- 
payers gross income, i.e., an erroneous 
inclusion of income within the 
meaning of Section 3801(b)(1) IRC 
1939 1312(1), IRC 


1951). Since by reducing the basis of 


eross 
(similar to Sec. 


the plant in computing the gain on the 
sale in 1947 the Commissioner effec- 
tively included the same item of gross 
income again, Section 3801 was brought 
into play. Thus, a recomputation pur- 
suant to Section 3801 was ordered by 
the Court. (M. Fine & Sons Mfg. Co. 
Inc. v. US, Ct. Clms., 12/3/58. 

It is interesting to note that the Com- 
missioner contended that this decision 
would in great part vitiate the “allowed 
or allowable” rule, since the mitigation 
section could be brought into play in all 
cases where “the statute has run against 
depreciation which could have been, but 
was not, taken, and the property is later 
sold and the Commissioner reduces the 
basis . . . by the amount of the depre- 
ciation ‘allowable’ but not taken in the 
years barred by the statute.” 

The Court responded that “the argu- 
ment is a cogent one, but we think the 
situation is included within the remedial 
Since the tax- 
payer had filed timely claims for refund 
to cover the allowable depreciation for 
the vears 1943 through 1946 which were 
disallowed by the Commissioner, there 
existed a “final determination” as pro- 


3801(a) (1) (C) IRC 


scope of Section 3801.” 


vided in Section 


1939 (Section 1313(a) (3), IRC 1954.) 

However, in another case. Paul H. 
Granger et al v. US, (12/16/58), the 
District Court (So. Dist. Calif.) held 
that where claims for refund. covering 
the excess of depletion allowable over 
depletion claimed and allowed. were not 
timely filed, there existed no final de. 
termination by virtue of the Commis. 
sioner’s refusal to act on the claims, 
Thus, the mitigation sections cannot be 
brought into play where the Commis. 
sioner adjusted the basis of the prop- 
erty to reflect the allowable depletion 
upon the sale of the property in a later 
year. In addition, the District Court 
stated that there was no “adjustment of 
the type defined in Section 1312.” This 
seems to be in conflict with the holding 
in the Fine case supra. 


York Decision Reversed 


In this department in the April 1958 
issue, some consternation was voiced in 
connection with the decision of the Tax 
Court in J. W. York (29 T. C. ——No. 
60). The taxpayer appealed to the 
Fourth Circuit, and that Court has now 
reversed the Tax Court. ‘It held that the 
development of industrial property was 
sufficiently close in type to the develop- 
ment of residential property so that the 
cost of investigating the possibilities of 
developing industrial property constitu- 
ted a business expense deductible under 
Section 23(a) (1) (a), IRC 1939. (J. I. 
York et al v. Commissioner. CA-4, 
11/6/58, ——— F(2d) ———.) 


Commentary 


Effect of Change in Stock Ownership 


On Net Operating Loss Carryover 


Situations do arise where, as a result 
of severe operating losses, the interests 
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of certain stockholders are acquired by 
other stockholders of the same corpora 
tion. Accompanying this change of stock 
ownership, there is often a change in the 
business of the loss corporation. 
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Section 382, governing the avail- 
ability of net operating loss carryovers 
to corporations, set up two require- 
ments and the failure to meet both tests 
vould result in the forfeiture of the 
loss carryover as a deduction from in- 
come. Assuming that there is a change 
in business activity, the corporation 
vould then have to comply with the 
ther requirement regarding the change 
if ownership. 

Section 382(a)(1)(A)_ states that 
within a two-year period the change of 
ownership of stock held by the 10 largest 
stockholders must be less than 50 per- 
centage points of the total fair market 
value of the capital stock. Non-voting 
preferred stock which is limited as to 
dividends is not included in the deter- 
mination of fair market value of capital 
sock for purposes of Section 382. 

Faced with a certain set of facts, we 
can be confronted with irrational re- 
sults. In the first situation, a corpora- 
tion has sustained a net operating loss 
of $150,000 and has a deficit of the 
same amount. There are two classes 
of common stock, each controlling 50% 
of the voting power, but Class B is pre- 
ferred in the event of liquidation. Jones 
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invested $100,000 and owns 100% of 
Common A, Smith invested $60,000 and 
owns 60% of Common B, and Doe in- 
vested $40,000 and owns 40% of Com. 
mon B. Smith, who owns 60% of Com- 
mon B, acquires all the stock and causes 
the corporation to enter into a new field 
of endeavor. The price he pays to ac- 
quire the stock of Jones and Doe will 
be indicative of the value of his own 
interest. This in turn will determine 
whether there was a change of 50% 
of fair market value of stock. This 
may be illustrated by reference to the 
following three situations: 


I II Il 

Price paid for Com- 
mon A stock.... 
Price paid for 40% 
of Common B 


stock 


$10,000 $10,000 $9,000 


20,000 22,000 20,000 

Total acquired 

by Smith .. $30,000 $32,000 $29,000 
Value of 60% of 
Common B stock 
owned by 
Smith (based on 
price paid to Doe 
for purchase of 
his 40% common 


stock interest) $30,000 $33,000 $30,000 


In situation I, the loss 
would not be available. whereas in 


situations II and III they would be 
available under Section 38% 


carryover 


The second situation involves pre- 
ferred stock which is non-voting and 
limited as to dividends. Assuming the 


following facts: 


Commons Steck: oc o6. ccviens $100,000 
Preferred Stock ... 00.4 100,000 
Net operating loss carryover 

(and resulting deficit) 150,000 


Should the preferred stockholders de- 
sire to acquire all the common stock 
for $1,000 nominal value, the loss carry- 
over would be unavailable to the cor- 
poration. Since the preferred stock is 
not included in determining the fair 
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market value of the capital stock under 
Section 382, the price paid for the com- 
mon stock would constitute the entire 
value even though it may represent a 
small fraction of the actual value of all 
the stock. Thus, if after the preferred 
stockholders took over the management 
by acquiring the common stock and if 
the corporation had not continued in 
substantially the same business, any in- 
come earned by the corporation would 
not be offset by the net operating loss 


carry-over. 


Problem Posed for Corporation 

Electing Under Subchapter S 

Section 1372(e) provides that an elec- 
tion shall be terminated in the event 
that a new shareholder does not consent 
to the election within such time as is 
to be prescribed by regulation. On Sep- 
tember 25, 1958 temporary rules were 
adopted which require the new share- 
holder to file his consent within 30 days 
after becoming a new shareholder. 

A serious problem may be presented 
for the survivors upon the death of a 
stockholder of an electing small business 
corporation. The most obvious problem 
is whether or not the executor of the 
estate will consent to the election. How- 
ever. even where there is a stockholder’s 
agreement to have the executor consent 
to the election it is not unlikely that 
the executor might be appointed more 
than 30 days after the estate became 
the new stockholder. In that event the 
best laid plans of the stockholders may 
20 awry. 

It is to be hoped that the regulations, 
as finally promulgated, will establish a 
reasonable time within which an execu- 
tor may consent to the election. 


Fiduciary Taxation of Undistributed 
Capital Gains 


Amounts which a regulated invest- 
ment company designates as “undistrib- 
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uted capital gains” are to be reported 
by each taxpayer as though such 
amounts had been received. Fach tax. 
payer is also entitled to claim a credit 
for 25 percent of such amounts, since 
this represents the tax imposed on the 
regulated investment company’s “undis. 
tributed capital gains” which is deemed 
paid by the shareholders. 

Capital gain dividends received by 
estates and trusts from regulated invest: 
ment companies are considered to be 
income rather than principal under 
New York State law. In the case of a 
simple trust, the income distributable to 
the beneficiary will ordinarily include 
any capital gain dividends received. The 
beneficiary reports on his individual in- 
come tax return the amount of such 
dividends currently distributable to him 
as a long-term capital gain. 

Suppose a simple trust which received 
capital gain dividends is notified by the 
regulated investment company that it 
also is to report its share of “undistrib- 
uted capital gains.” How will this be 
reflected on the federal fiduciary income 
tax return filed by the, trust? 

Let us assume that the trust income 
during 1958 consisted of the following: 


Dividend income (qualifying) .. $6,000 
Capital gain dividends received. . 300 
NOME ig diaa acl Aare oisiowierne re $6,300 
Less administration expenses ... 100 
INGPANOOME: <foad oes aistela atin $6,200 


In addition, the trustee was notified 
that his share of “undistributed capital 
gains” was $400. Page 1 of Form 1011 
will reflect the following: 





DVIGENAS o's cache mem cccsipetes $6,000 
Net long-term capital gains (in- 
cluding undistributed gains) .. 700 
ONAL vais wie ciwie wom ave eee nee $6,700 
Less administration expenses.... 100 
Balance of income .......-- $6,600 
March 
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Federal Income Taxation 


In order to determine the deduction 
for distribution to beneficiaries we must, 


as 


usual. first calculate the income cur- 


rently distributable (under local law) as 
well as the “distributable net income” 
(Section 613). The deduction for distri- 
butions to beneficiaries will equal the 
lower of these two figures. The amount 
of this deduction taken by the fiduciary 
must also be reflected on the income tax 


return of the income beneficiary. 


The income currently distributable 
under New York State fiduciary law 


would be calculated as follows: 


Dividend INCOME 66... ce 0eceee% 
Capital gain dividends received 
(for fiduciary accounting pur- 
poses this is treated the same 
as any other dividend received) 
Total income received ...... 
Deduct administration 
charged to income 


expenses 
Income distribu- 


table 


currently 


It should be noted that the 


$6,000 


__ 300 
$6,300 


__ 100 


$6,200 


““undis- 


tributed capital gain” was never re- 


ceived by the trustee. It 


would 


not, 


therefore, constitute income for fiduci- 
ary accounting purposes until received. 


The “distributable net income” would 
be calculated on Schedule G of Form 


1041 as follows: 


Line 17, Page 1, Form 1041 (see 


BIRO os. ces ccctslalerctar etsie-e staves ors 
Add capital gain distributable to 
income beneficiary .......... 
Less long-term capital gains 
Oe il SEE soe ee RO 
Distributable net income ....... 


$6,600 


300 
$6,900 


700 
$6,200 


Thus, under these facts, the income 
currently distributable (under local law) 
would be the same as the distributable 
net income for federal income tax pur- 
poses so that the deduction allowed the 
fiduciary for distributions to benefici- 
aries would be $6,200. Ordinarily, this 


1959 


would be reflected as a distribution to 
the income beneficiary of $300 in long- 
term capital gains and $5,900 of quali- 
fying dividends. 

The instruction sheet accompanying 
Form 1041 states that if the fiduciary 
makes a distribution to beneficiaries 
with respect to an “undistributed capital 
gain,” it shall be treated by the fiduci- 
ary and included in the income of the 
beneficiaries in the same manner as if 
the distribution to the beneficiaries re- 
sulted from a cash distribution by the 
regulated investment company. How- 
ever, as indicated above, no income 
(local law or fiduciary accounting in- 
come) was received by the trustee in 
respect to this “undistributed capital 
gain.” Further, the income distributable 
to the beneficiaries excluded the amount 
of this “undistributed capital gain.” 

It is evident from the foregoing that 
the “undistributed capital gain” under 
the above facts can only be taxed to the 
fiduciary. Let us complete our calcula- 
tions and see the ultimate tax conse- 
quence of such an “undistributed capital 


gain”: 


Line 17, Form 1041, balance of 
income 


$6,600 


Deductions: 
Distributions to beneficiaries 
(see previous computation) $6,200 
Long-term capital gain de- 
duction (50% of capital 
gain taxable to fiduciary 


$400 X 50%) 


Exemption (simple trust) 


200 
300 6,700 


None 


Taxable Income 


However, the fiduciary is entitled to a 
credit for the income tax deemed paid 
on the “undistributed capital gains.” 
This would amount to 25 percent of 
$400, or $100. The fiduciary would, 
therefore, be entitled to and would re- 
ceive a refund of this amount. 
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Original Issue Discount and Personal 

Holding Company Income 

If eighty percent or more of a cor- 
income is personal 
holding company income, and if fifty 
percent or more in value of the out- 
standing stock of such corporation is 
owned, directly or indirectly, by or for 
not more than five individuals, such 
corporation will be considered a_per- 


poration’s gross 


sonal holding company. Section 543 de- 
fines personal holding company income 
to include interest income. The question 
has been raised as to whether or not 
original issue discount under Section 
1252 constitutes interest income for per- 
sonal holding company purposes. 
Section 1232 states, with certain limi- 
tations, that gain realized upon the sale 
or exchange of bonds or other evidences 
of indebtedness, held for more than six 
months, shall, to the extent of the origi- 
nal issue discount, be considered as 
gain from the sale or exchange of prop- 
erty which is not a capital asset. It 
should be noted that the code does not 
state that this should be treated as inter- 
est income. However, the regulations 
defining personal holding company in- 
come (Regulations Section 1.543-1(b) 
(2)) defines the term “interest” for this 
purpose to mean any amount, includible 
in gross income, received for the use of 
money loaned. This definition of the 
term “interest” has the support of the 
supreme court. (See Deputy v. DuPont, 
308 U.S. 488, 1940.) Furthermore, the 
regulations under the 1939 Code defin- 
ing personal holding company income 
used the exact same words in defining 
the term “interest” and such language 


was upheld in Mayflower Investmen 
Company v. Commissioner, CA-5, 1954 
(239 F.(2d) 624). That case involved 
the question of whether gain realized b 
the taxpayer on the redemption of 

note with a face value of $162,000 
which was acquired by the taxpayer a 
a result of loaning a realty corporatior 
$150,000, was personal holding com 
pany income. The court held that suc 
gain was interest income for persona 
holding company purposes. Based o 
the holding in this case and on the 
present regulations, it is believed tha 
the Commissioner and the courts would 
probably treat original issue discoun 
as interest. 

Even though a taxpayer might be sus 
tained on the point that original issue 
discount is not interest for personal 
holding company income purposes, such 
income would probably be treated as 
personal holding company income by 
reason of the fact that Section 543 de. 
fines personal holding company income 
as including gains from the sale or ex- 
change of stock or securities (except in 
the case of regular dealers in stocks or 
securities). In this respect it should be 
noted that Section 1232 merely states 
that the original issue discount shall be 
considered as gain from the sale or 
exchange of property which is not a 
capital asset. It does not preclude such 
income from being considered as gain 
from the sale or exchange of a security. 
Section 1232 precludes treating original 
issue discount as long-term capital gain. 
It does not follow that such gain is not 
a gain from the sale or exchange of 
a security. 
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New and Improved 


Accountants Professional 
LIABILITY INSURANCE PLAN 


Members of the N. Y. State Society of C.P.A.s may now obtain 
this important insurance protection with the following special 
features: 

Reduced starting rates. 


10% Bonus for No Losses. 

Premium discount for three-year term. 

Special policy contract. 
“Accountants’ Liability Insurance is a must. It is safer to have 
too much too soon than too little too late.” 


Ravpu E. Kent, Chairman 1957-58 
A.l.C.P.A. Committee an Accountants’ Liability 
and Liability Insurance 


HERBERT L. JAMISON & Co. 


Administrators of the Plan 
270 MADISON AVENUE, NEW YORK 16 bs MUrray Hirt 9-1104 











Accountants f=... if your clients require 


COMMERCIAL FINANCING 
OR FACTORING 


refer them to... 
JAMES TALCOTT, Inc. 


Talcott Financing and Factoring serv- 
ices have helped many successful 
businesses grow through the years. 
The progress of many clients par- 
allels their association with James 
Talcott, Inc., serving growing Ameri- 
can industry for more than a century. 


e Accounts Receivable (Non-Notification) @ Inventories 
@ Machinery & Equipment e Instalment & Lease Sales 
e Factoring (Notification & Non-Notification) 


JAMES TALCOTT, INC. 
FOUNDED 1854 


CHICAGO ot taeer tale | DETROIT 
209 SOUTH LaSALLE STREET ' OR ? 3000 1870 NATIONAL BANK BLDG. 
Financial 6-1444 i a WOodward 2-4563 


When writing to advertiser kindly mention The New York Certified Public Accountant 





About 65% of all of the registered CPA firms in New York at one 
time or another contacted our agencies for staff and clients positions, 
Of the nation’s big business, we have had listings from about 

25% of the 500 largest corporations in Fortune’s Directory. 

Many of our orders are from small and medium size companies. 
Placements are made throughout the U.S. and in foreign countries. 


DIRECTED BY A CERTIFIED PUBLIC ACCOUNTANT 


obert Half 


PERSONNEL AGENCIES 


Careful screening 


Strict adherence to 
job specifications 


Thermo-Fax copies of 
resumes prepared where requested 


Two offices 
New York—Queens 


call LOngacre 4-3834 


or 


ROBERT HALF PERSONNEL AGENCIES + 130 W. 42 St., N. Y. C. 36 


We are interested in competent personnel: 
FOR OUR OFFICE FOR OUR CLIENTS 
C1] Supervisor (J Per Diem (] Treasurer [ Internal Acct. 
C Senior [| Tax Man [| Controller { Credit Mgr. 
[] Semi-Sr. (] Systems Man 1] Office Mgr. (© Bookkeeper (M) 5 
[1 Junior CO Stat. Typist (0 CostMan Bookkeeper (F) © 


use 
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OTHER DETAILS 





COMPANY 
ADDRESS 
YOUR NAME 


Quer ee TeV OU Te Ke eA 


When writing to advertiser kindly mention The New York Certified Public Accountant 
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